Florida Law Review
Volume 31

Issue 1

Article 2

December 1978

Tax-Exempt Posessions Corporations in Puerto Rico--An
Overlooked Opportunity?
Robert F. Hudson

Follow this and additional works at: https://scholarship.law.ufl.edu/flr
Part of the Law Commons

Recommended Citation
Robert F. Hudson, Tax-Exempt Posessions Corporations in Puerto Rico--An Overlooked Opportunity?, 31
Fla. L. Rev. 42 (1978).
Available at: https://scholarship.law.ufl.edu/flr/vol31/iss1/2

This Article is brought to you for free and open access by UF Law Scholarship Repository. It has been accepted for
inclusion in Florida Law Review by an authorized editor of UF Law Scholarship Repository. For more information,
please contact kaleita@law.ufl.edu.

Hudson: Tax-Exempt Posessions Corporations in Puerto Rico--An Overlooked

TAX-EXEMPT POSSESSIONS CORPORATIONS IN PUERTO
RICO

-AN

OVERLOOKED OPPORTUNITY?
ROBERT F. HUDSON,

JR.*

INTRODUCTION

Domestic corporations operating active trades or businesses primarily in

United States possessions are exempt from United States tax on qualified
possession income under section 936.1 During calendar year 1977, such Pos-

sessions Corporations (PCs) were exempted from paying an estimated $700

million in federal income tax.2 Over 99 percent of this tax savings went to
some 600 PCs which operated in Puerto Rico and may have also enjoyed
exemption from Puerto Rican taxes.3 With such significant tax benefits,

United States businesses and their advisers should consider whether they too
could be realizing substantial tax savings and a corresponding increase in
their bottom-line profits by operating in Puerto Rico through a PC. This
article will address the United States and Puerto Rican tax incentives for
such operations, including the June 1978 revisions in the Puerto Rican Industrial Incentive Act 4 which materially modified their tax-exemption program, and the planning opportunities and limitations involved in operating
through a PC.
The foundation of the PC tax benefits was first introduced into the United
States tax code in 1921. In that year, Congress adopted in part the position
advanced by American firms operating in the Philippines (then a United

States possession) that granting such firms a tax exemption would encourage

export trade to the Far East 5 while reducing incentive to reincorporate out-

side the United States. 6 Until 1976, therefore, the PC tax benefit was es*B.S.B.A., 1968, J.D., 1971, University of Florida; LL.M. (Tax), 1972, New York University. Member of the Florida and New York Bars and the Inter-American Bar Association.

1. I.R.C. §936.
2. The Operation and Effect of the Possessions Corporation System of Taxation- First
Annual Report, Dept. of the Treasury, June, 1978, at Table 1, p. 3 [hereinafter cited as
Treas. PC Rpt.]
3. Treas. PC Rpt., supra note 2, at Table 5, p. 38. Regarding Puerto Rican tax incentives, see text accompanying notes 181-219 infra.
4. Puerto Rico Industrial Incentive Act of 1978; Act 26, Laws of 1978 (June 2, 1978).
5. Treas. PC Rpt., supra note 2, at 10. Little attention was paid to the effect of this
law on the Philippine economy, and Puerto Rico was virtually ignored in the public debate.
However, when Congress recently reappraised the merits of continuing the PC tax benefits,
the impact of these provisions on the economic development of Puerto Rico and the other
United States possessions was a key factor in their determination that the principal benefits
should continue unchanged. See, e.g., S. REP. No. 938, 94th Cong., 2d Sess. 277-78 (1976).
6. Proponents of this legislation had originally sought exemption for any United States
corporation deriving at least 80% of its income from foreign sources, not just possession
sources. They had stressed the competitive disadvantage of American firms in comparison
to their British rivals since English law deferred taxation on foreign income until it was
remitted to England, while the United States taxed the foreign income of United States
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sentially an exemption from all United States income tax on non-United
business enterprise meeting
States source income earned by a possession-based
7
certain minimum qualification tests.

Today, United States corporations that qualify as "Possessions Corporations" have some of the most favorable tax attributes of both domestic and
foreign corporations. As a result, these companies often can achieve tax
treatment more favorable than either an ordinary United States or foreign
corporation, namely: (a) a PC is not subject to current United States income
tax on qualified possession source income;8 (b) under Puerto Rico's industrial
incentive program, a qualifying PC generally will only pay Puerto Rican tax
on a relatively small but increasing percentage of its income during the first
ten to twenty-five years or more of operation (after which rates close to the
United States rates apply); 9 (c) a transfer of assets, including most intangible
property, to the PC is normally tax-free to the United States parent under
section 851, without obtaining a section 567 ruling;10 (d) start-up losses of
the PC can be used by the United States parent in its consolidated United
States income tax return;- (e) preferential United States intercompany pricing
rules enable maximization of the PC's profits; 12 (f) income from the investment of accumulated earnings in qualified Puerto Rican assets is free of
United States and Puerto Rican income taxes;"s and (g) when the PC repatriates its earnings to United States corporate shareholders, these earnings
normally will be subject only to a small Puerto Rican withholding tax (5
to 10 percent) 1 and little or no United States tax (depending on whether the
100 percent or 85 percent dividends received deduction applies).15 Alternatively, the PC normally may be liquidated free of any United States tax under
section 332, with a Puerto Rican withholding tax of only 4 to 10 percent.'Accordingly, a PC's exemption from current United States tax is not merely
a deferral mechanism, but can amount to a complete exemption of the PC's
earnings from any United States corporate income tax when it is owned
corporations as it was earned. Since the principal proponents of the new law were Philippinebased United States companies, they were willing to settle for the exemption being based
on a requisite of 80% possession source income. Treas. PC Rpt., supra note 2, at 10.
7. I.R.C. §931. The minimum qualification tests of §931 have remained essentially
the same under §936; only the scope and approach of the exemption has changed.
8. Treas. PC Rpt., supra note 2, at Table 5, p. 38.
9. I.R.C. §936(a)(1), discussed in text accompanying notes 83-135 infra.
10. Puerto Rico Industrial Incentive Act of 1978, §3, discussed in text accompanying
notes 149-187 infra ('78 PRIIA, or, when referring to the Act prior to 1978 amendments,
PRHA).
11. I.R.C. §§367 and 1249, discussed in text accompanying notes 67-68 infra.
12. A PC may be included in its parent's consolidated United States income tax return
up until the year in which it elects PC status under §936(a)(1). I.R.C. §1504(b)(4). See notes
77-82 infra and accompanying text.
18. Rev. Proc. 63-10, 1963-1 C.B. 490, and Rev. Proc. 68-22, 1968-1 C.B. 819. See notes

273-281 infra and accompanying text.
14. I.R.C. §936(a)(1)(B) and 78 PRIIA §2(j). See notes 99-107 and 160-161 infra and
accompanying text.
15. 78 PRIIA §4(b), (h), discussed in text accompanying notes 188-208 infra.
16. LR.C. §243(a)(1), (a)(3), discussed in text accompanying notes 136-139 infra.
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80 percent or more by a United States corporation.Y The only taxes on a
PC's qualified possession source income will be the substantially reduced
Puerto Rican income tax' s plus the 5 to 10 percent Puerto Rican withholding
(or "tollgate") tax upon the repatriation of these earnings to the United States
shareholders. Thus, a PC will ordinarily face total corporate level income
taxes of only 10 to 15 percent 19 as compared to a potential 46 percent under
the normal United States corporate income tax rates.
The foregoing consequences are in part the result of changes made by the
Tax Reform Act of 197620 (1976 TRA). Previously, a PC's earnings could
not be repatriated to its United States parent tax-free until the PC was
liquidated.2 On the negative side, however, the 1976 TRA limited the scope
income 22 and curtailed
of the exemption benefits to exclude non-possession
23
the benefits to be derived from a PC's losses.
The United States possessions are presently defined as including the
Commonwealth of Puerto Rico, Guam, American Samoa, Johnston, Midway
and Wake Islands,24 and until recently the Panama Canal Zone; 25 the United
States Virgin Islands are excluded from this definition for purposes of sections
931 and 93626 but are covered instead under a comparable provision in
section 934. As reflected in the tax savings numbers at the outset, Puerto
Rico is clearly the most important base for PC operations. During the past
thirty years, PCs in Puerto Rico have consisted primarily of manufacturing
operations. The biggest users of PCs have included the apparel, electronic
equipment, pharmaceutical, scientific instruments and fabricated metal
products industries, with the pharmaceutical and electronic industries being
the primary tax beneficiaries. 27 This article will focus only on PC operations
in Puerto Rico.
QUALiCATON REqnUI.MErS FOR PossEssioNs

CORPORATMONS

In order for a corporation to be entitled to the special tax benefits accorded
17.
18.

78 PRIIA §6(b); cf. I.R.C. §367(b).
This should be compared to a controlled foreign corporation whose earnings will

be fully subject to United States income tax upon the repatriation of its foreign earnings,
if not before under the subpart F provisions. See notes 241-246 infra and accompanying
text.
19. This tax ranges from less than 1o to a high of 22% during the exemption period,
with the average being closer to 5%, in most instances.
20. This assumes average Puerto Rican income taxes of 5%, plus withholding tax of
5% to 10%. and no United States corporate tax if the PC is at least 80% owned by a
United States corporation.
21. Pub. L. No. 94-455, 90 Stat. 1520.

22. I.R.C. §24(a)(2)(B), prior to amendment by Tax Reform Act of 1976, Pub. L. No.

94-455, tit. X, §1051(f)(3), 90 Stat. 1646.
23. I.R.C. §931(a)-(b), prior to amendment by Tax Reform Act of 1976, Pub. L. No.
94-455, tit. X, §1051(c), 90 Stat. 1645.

24. I.R.C. §904( (1).
25.
26.
27.

I.R.C. §936(d)(1); cf. TRaAs. REG. §1.931-I(a), T.D. 7385, 1975-2 C.B. 298.
Treas. PC Rpt., supra note 2, at 72.
I.R.C. §§936(d)(1), 931(c).
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a "Possessions Corporation," five basic qualification requirements must be
met: (a) domestic corporate status;2 8 (b) 80 percent of its gross income must
be from sources within a possession of the United States; 29 (c) 50 percent
or more of its gross income must be derived from the active conduct of a
trade or business within a possession of the United States; 30 (d) the corporation must be neither a Domestic International Sales Corporation (DISC),
nor a former DISC;31 and (e) the corporation must make an affirmative
election. 2 These requirements reflect the essential requirement that a United
States corporation must be conducting an active trade or business in a possession to be accorded the PC tax benefits. To appreciate the full scope and
latitudes to which a PC may be employed, however, a closer examination of
these requirements is necessary.
Domestic CorporateStatus
A business in Puerto Rico can be conducted through a United States
corporation, a Puerto Rican corporation, or a foreign corporation. However,
only a United States corporation can qualify as a "Possessions Corporation." 3s
Accordingly, the company must be incorporated in one of the fifty states or the
District of Columbia; a company formed within a possessipn will not be
acceptable for this purpose. 34 In addition, a qualifying entity must be a corporation; it cannot be a partnership, sole proprietorship, or trust.35
PossessionsSource Income
The first operational requisite for PC status is that at least 80 percent of
the PC's gross income must be derived from sources within a possession. 3
For purposes of this 80 percent test there is no requirement that the income
be derived from only one possession.37 This test must be met for the threeyear period immediately preceding the close of the subject taxable year. 8 If
the PC was not in existence or did not conduct business in the possession for
28. I.R.C. §936(a)(1).
29. I.R.C. §936(a)(2)(A).
30. I.R.C. §936(a)(2)(B).
31. I.R.C. §936(f). A "DISC," or Domestic International Sales Corporation, is a United
States export corporation entitled to special tax benefits if it meets the requirements of
§992. See notes 60-63 and 239-240 infra and accompanying text.
32. I.R.C. §936(a)(1), (e). The first four requirements were applicable under the prior
corporate rules of §931; the fifth was added by the 1976 TRA.
33. I.R.C. §936(a)(1).

St LR.C. §7701(a)(4), (a)(9).
35. Section 931, however, provides comparable benefits for "citizens of the United
States" conducting an active trade or business within a possession "either on his own
account or as an employee or agent of another." Moreover, it appears that a corporation
may conduct an otherwise qualifying business within Puerto Rico in partnership with
another party and quality for §936 benefits, so long as the corporation meets the requirements of §936(a).

36. I.R.C. §936(a)(2)(A).
37.
38.

Cf. LR.C. §936(d)(2)(A).
I.R.C. §936(a)(2)(A).
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the entire three-year period, the applicable test period is reduced accord9
ingly.
For purposes of this source test, "gross income" has its usual meaning; that
is, gross receipts less costs of goods sold or, in the case of services such as
assembly or packaging, gross income is the revenue from such services.40
Similarly, the normal source rules found in sections 861 through 863 apply
in determining the PC's source of income. 41 These source rules are important
in determining whether the PC meets the 80 percent source test as well as
whether the PC is subject to United States tax, since United States source
income is not exempt even if earned by the Puerto Rican based business.42
Accordingly, a brief review of the principal source rules is appropriate.
Sales of Tangible Personal Property. The source of income in the case
of sales of products is generally determined by the country where either title
to the products or "risk of loss" passes from the seller to the buyer4 3 Thus, if
the PC passes title to its product within the United States, it will be subject
to United States income tax. 44 It is important for United States income tax
purposes, therefore, that sales be considered as made in Puerto Rico. This
can be accomplished by using commercial terms in contracts and invoices that
clearly spell out passage of title, ownership and risk of loss to the buyer in
45
Puerto Rico.
Service Income. The source of income derived from service activities is
the place where the services are performed. 46 Thus, if assembly and packaging
services are provided in Puerto Rico, the income derived therefrom will be
considered Puerto Rican source income.
Interest Income. The source of interest income normally depends on the
39. Id. Rev. Rul. 69-481, 1969-2 C.B. 156; Julian L. Schley, 42 B.T.A. 434 (1940).
40. Rev. Rul. 74-374, 1974-2 C.B. 213.
41. TREAS. REG. §1.863-6, T.D. 7378, 1975-2 C.B. 272. There is, however, a special rule
in §836(b)(3) regarding income "derived from the purchase of personal property within a
possession of the United States and its sale or exchange within the United States. .. ." See
TREAS. REG. §1.863-3(c), T.D. 7456, 1977-1 C.B. 200.
42.

I.R.C. §§936(a)(1)(A), (a)(1)(B), (d)(2).

43. I.R.C. §§861(a)(6), 862(a)(6); TREAs.

REG. §1.861-7(c) (1957); see, e.g., United States v.
Balanovski, 236 F.2d 298 (2d Cir. 1956), A.P. Green Export Co. v. United States, 284 F.2d

383 (CL Cl. 1960).
44. However, in the case of products manufactured or purchased within Puerto Rico
and sold within the United States, the source of the income is allocated between Puerto
Rico and the United States, so as to provide, in effect, that the portion of the income
attributable to the manufacturing function will be considered derived from Puerto Rican
sources, even though the PC passes title to its product within the United States. I.R.C.
§863(b)(2)-(3); TREAS. REG. §1.863-3(c), T.D. 7456, 197-1 C.B. 200.
45. Rev. Rul. 75-254, 1975-1 C.B. 248. For example, commercial terms of sale in invoices
should ordinarily be either in FOB (free on board) Puerto Rico, FAS (free along side)
Puerto Rico or CIF (cost, insurance and freight) Puerto Rico. In addition, the procedures
actually followed by the PC and its buyer, for example, in case of loss in transit, should be
consistent with these contractual terms.
46. I.R.C. §§861(a)(3), 862(a)(3); TREAS. REG. §1.861-4, T.D. 7878, 1975-2 C.B. 272.
See, e.g., Tipton & Kalmbach, Inc. v. United States, 480 F.2d 1118 (10th Cir. 1978).
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residence of the debtor. If interest is received from a foreign corporation or a
nonresident alien, it normally will not constitute United States source income.4 7 However, if a non-United States company derives more than 50 percent of its gross income from the conduct of an active trade or business within
the United States during the prior three years, a proportionate amount of
the interest it pays will also be considered United States source.48 Interest
paid by a foreign branch of a United States bank or savings and loan association generally is not considered to be from United States sources. 49
Dividend Income. The source of dividend income is ordinarily determined by the nationality of the corporation paying the dividend. 50 Thus,
dividends paid by a non-United States corporation are not United States
source income if less than 50 percent of its gross income for the preceding
three-year period was not effectively connected with an active United States
trade or business.51
Rents and Royalties. The source of rental income from leasing of tangible
property is the country where the leased property is physically located. 52 The
source of the royalty income from intangibles, like patents, copyrights, and
trademarks, is the country for which the rights are granted. 53 For example, a
license covering the right to use a patent in the United States generates
United States source income. Accordingly, a PG could not be utilized to lease
equipment in the United States.
Sales of Real Property.The source of gains from the sale of real property
is the country where the real property is located. 54 As a result, only sales of
real property within Puerto Rico will satisfy the 80 percent source test.
Active Trade or Business Income
The second operational requirement is that a PC derive at least 50 percent of its gross income from the active conduct of a trade or business within
a possession. 55 This test must be met over the same period of time used for

47.
48.

I.R.C. §§861(a)(1), 862(a)(1); TuAs. REG. §1.861-2, T.D. 7378, 1975-2 C.B. 272.
I.R.C. §861(a)(1)(C); Tun.As. REG. §1.861-2(c), T.D. 7378, 1975-2 C.B. 272; see, e.g.,

Rev. Rul 69-27, 1969-1 C.B. 191.
49. I.R.C. §861(a)(1)(F), as amended by Revenue Act of 1978, Pub. L. No. 95-600 §540;
see, e.g., Rev. Rul. 69-27, supra note 48.
50. I.R.C. §§861(a)(2), 862(a)(2); TunAs. REG. §1.861-3, T.D. 7472, 1977-1 C.B. 197.

TR.As. REG. §1.861-2(b)(5), TD. 7378, 1975-2 C.E. 272;

51. I.R.C. §861(a)(2)(B); TanAs. REG. §1.861-3(a)(3), T.D. 7472, 1977-1 C.B. 197.
52. LR.C. §§861(a)(4), 862(a)(4); TREAS. REG. §1.861-5, T.D. 7378, 1975-2 C.B. 272.
53. Id.
54. I.R.C. §§861(a)(5), 862(a)(5); TunAs. REG. 1.861-6 (1957).
55. I.R.C. §936(a)(1)(B); cf. TREAS. REG. §1.931-1(b)(ii), T.D. 7283, 1973-2 C.B. 79. See,
Ramey Investment Co., 26 T.C.M. (P-H) 67,004 (1967). Thus, §936 requires substantial
economic penetration of a possession, unlike the Western Hemisphere Trade Corporation

requirements of §921. See A.P. Green Export Co. v. United States, 284 F.2d 383 (Ct. CL.
1960).
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the 80 percent source of income test.56 The active business test is designed to
insure that the PC tax benefits are not accorded to passive holding companies.
Nonetheless, if this test is satisfied, substantial amounts of passive income
can be earned by the PC free of United States tax if derived from qualified
possession sources. 57
While there are no specific regulations describing what constitutes an
active trade or business for purposes of section 936, the practical requisites of
obtaining a tax exemption under the Puerto Rican Industrial Incentive Act
limit the theoretical issues that might otherwise arise in this area since such
tax-holidays are accorded primarily to manufacturing and service businesses.58
However, the leasing of property that the lessee uses in operations covered by
9
an incentive grant is also accorded tax-holiday treatment in Puerto RicoA
While equipment leasing is often considered a passive activity, assumedly it
would be recognized as an active trade or business if it met the analogous
tests under Treasury Regulation section 1.954-2(d)(1). These tests set forth
criteria for determining whether rental income will be deemed to be derived
from the active conduct of a trade or business for purposes of the exclusion
of such income from subpart F classification.
Non-DISC Status
To qualify as a PC, the corporation may not presently or formerly be a
Domestic International Sales Corporation (DISC).o In addition, a PC is prohibited from owning stock in a DISC or a former DISC because this would
result in exemption of the export income both at the DISC level and at the
shareholder-PC level. 61 However, if a PC conducts an export business from
within a possession, the entire export profit could be exempt from United
States tax, whereas a maximum of 50 percent of a DISC's earnings is eligible
for current tax exemption 2 and ultimately will be subject to United States
income tax. 3
Affirmative Election
The 1976 TRA added the requirement that a corporation must make an
affirmative election to constitute a PC.6 4 This election is made by filing an
IRS Form 5712 within ninety days after the beginning of the corporation's
taxable year.65 The election of PC status is irrevocable for a ten-year period,
56. I.R.C. §936(a)(1)(B); cf. TREAS. REG. §1.931-1(b)(ii), T.D. 7283, 1973-2 C.B. 79.
57. See notes 98-106 infra and accompanying text.
58. See text at notes 176-183 infra.
59. 78 PRIIA §2(b), (d)(6).
60. I.R.C. §936(t.
61. Id.
62. I.R.C. §995(b)(1)(F).
63. I.R.C. §995(b)(2). One advantage the DISC has, however, is the ability to conduct
its business from anywhere within the United States while a PC has to physically export
its products from Puerto Rico. See also notes 239-240 infra and accompanying text.
64. I.R.C. §936(e)(2).
65. IR-1765 (February 28, 1977).
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unless the IRS consents to revocation, although such consent is not likely to
be granted unless the PC can show significant non-tax business reasons.66
TAX ASPECTS OF START-UP

PEuoD

No Section 367 Ruling Required

When commencing business operations in a PC, the American parent
company frequently will wish to transfer some of its assets to the PC. Unlike
to a foreign subsidiary, the United States parent can make this transfer to
the PC under section 351 as a tax-free exchange without the necessity of IRS
approval in the form of a so-called "Section 367 ruling.' 6 T Because a PC is a
domestic corporation, it is likewise exempt from most other restraints applicable to foreign corporations, although it also enjoys many of the benefits
of foreign corporations. For example, the sale of a patent to a controlled
foreign corporation generally results in ordinary income; this provision is
not applicable to a PC.
RecaptureProvisions

When the transfer of property to a PC qualifies for tax-free treatment
under section 351, no depreciation is recaptured on depreciable property such
as machinery, equipment or real property transferred to the PC.69 In addition,
no depreciation should be recaptured when a PC leaves the consolidated
group to utilize the benefits of section 936 since there is no disposition of
depreciable property at that time.70
Once a United States company elects PC status under section 936, any
investment tax credit previously taken on the company's assets will be subject
to recapture.71 Prior to the election, use of assets in a possession will not cause
a recapture. 72 On the other hand, if a United States parent company took an
investment tax credit on property transferred to the PC, that credit will be
recaptured at the time of the incorporation unless the United States parent
transfers to the PC substantially all of the assets necessary to operate its
trade or business.73 The philosophy, therefore, is that the PC should not be
66. The Senate Finance
only in cases of substantial
taking into account changes
67. I.R.C. §367(a)(1). If

Committee Report contemplated that consent would be given
hardship, where no tax avoidance can result from revocation,
in business conditions. S. REP. No. 94-988, supra note 5, at 281.
the asset transfer was being made to a non-United States

corporation, it could not be made on a tax-free basis under §851 without obtaining IRS
approval in the form of a §867 ruling, the request for which must be made within 188 days
after the beginning of such transfer. Id.; Tzmu,. TREAS. REG. §7.867-1.
68. I.R.C. §1249(a). Regarding the transfer of intangible property rights to a PC, see
notes 247-272 infra and accompanying text.
69. See I.R.C. §§1245(b)(3), l20(d)(8); Rev. Rul. 71-569, 1971-2 Cm. 314.
70. TPxAs. RE_. §1.1502-8(f(8), example 5, T.D. 7246, 1973-1 C.B. 881.

71. I.R.C. §48(a)(2)(B)(vii).
72. I.R.C. §48(a)(2)(A). The use of such assets outside the United States normally does
cause recapture. Id.
78.

TmAs. lRE. §1.47-8(f), T.D. 7203, 1972-2 C.B. 12. Although the credit will be re-

captured upon the subsidiary's election of PC status even if it is not recaptured upon in-
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entitled to both an investment credit and the special PC exemption at the
same time.
Sale of Assets in Lieu of Section 351 Transfer
As an alternative to transferring the necessary start-up assets to a PC
pursuant to its incorporation under section 351, the United States parent
might cause the PC to purchase its plant, machinery and other equipment
with funds borrowed from either the parent corporation or unrelated financial
institutions. The PC could then use earnings generated in Puerto Rico to
retire the debt obligations incurred at the time of organization. This approach was especially attractive under prior law because a PC could not
repatriate current earnings to its United States parent free of United States
tax. It remains relevant under existing law because a PC's dividends will
still be subject to Puerto Rican withholding tax. If the PC has borrowed the
necessary funds from its United States parent, the PC will be able to repay
this loan out of earnings without its constituting a dividend subject to the
Puerto Rican withholding tax. 4 While the interest received by the United
States parent will be subject to both Puerto Rican withholding and United
States income tax 7 5 these taxes will normally be less than the Puerto Rican
withholding tax on a dividend, thereby producing a better overall tax result.
The Revenue Act of 1978 has introduced another reason for a PC's purchasing its assets rather than receiving them pursuant to a tax-free incorporation: the PC tax credit will not apply to the PC's sale of substantially all of
its operating assets to the extent those assets have a carryover basis from a
non-PC 7 6 Thus, even if the United States parent already has the necessary
machinery and equipment available for transfer to the PC, the parent should

corporation, the amount of recapture should be less if the subsidiary delays the PC election
since the period of qualified use would be longer. I.R.C. §47(a)(1).
74. Puerto Rico Income Tax Act of 1954, P.R. Laws ANN. tit. 13, §23(b) (PRITA). Of
course, the PC must be adequately capitalized in order to avoid any arguments that parent
company loans are actually equity contributions.
75. The Puerto Rican withholding tax on the PC's interest payments would be 29%,
PRITA §144(a), but this tax should be creditable against the United States income tax which
otherwise would be paid by the United States parent company on said interest income since
§901(g)(1) only serves to deny the foreign tax credit with respect to dividend distributions
from a PC. See S. REP. No. 94-938, supra note 5, at 282; cf. Gleason Works, 58 T.C. 464 (1972).
See notes 140-142 infra and accompanying text. Moreover, the overall effective tax rate of
the affiliated group on such interest payments is reduced somewhat by the fact that the PC
would be entitled to an interest deduction for Puerto Rican income tax purposes, PRITA
§23(b). Although, because the PC will be paying a very low effective rate if it is earning
industrial development income, the PC's tax benefit from the deduction will also be quite
low. See notes 156-187 infra and accompanying text. However, even if the United States
parent were to pay an effective rate of 46% on this interest income and assuming the
United States parent charges interest at a rate of 8%, this amounts to a tax of 3.68% on the
principal of the loan which is less than the 5%-10% Puerto Rican withholding tax payable
if the same amount of principal were to be returned as a dividend. See notes 194-202 infra
and accompanying text.
76. See notes 108-114 infra and accompanying text.
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consider selling these items to the PC instead, unless the parent will realize
substantial gains on such sales.
Start-up Losses
Any start-up losses realized by the PC may be utilized to offset the income of affiliated United States companies as long as the PC has not yet
elected PC status under section 936. 7 Normally, an 80 percent owned domestic subsidiary may join in filing a consolidated income tax return with its
United States parent, and any losses realized by the United States subsidiary
may be deducted against the parent's income, thereby reducing the parent's
United States tax liability78 However, a PC may not provide such tax reduction benefits to its affiliated United States companies by joining in filing a
consolidated return once it has elected PC status under section 936.71 Thus,
the PC election should be deferred until after any start-up losses are realized
by the PC and utilized by its affiliated United States companies.
As noted above,8 0 once section 936 status is elected, it may not be revoked
for a period of ten years without the consent of the IRS. This election revocation procedure is to prevent the PC from sharing any losses it realizes in subsequent years and thereby reaping a double tax benefit 81 This result represents
a change from the possibilities under the United States tax law prior to
the 1976 TRA. In Burke Concrete Accessories, InC.8 2 the Tax Court held
that a PC that realized net operating losses, thus receiving no tax benefit under
section 931, was entitled to join in filing a consolidated return with its United
States affiliates. This was because only companies entitled to the benefits of
section 931 were prohibited from joining in a consolidated tax return. The
ability to share the PC's losses while its income was exempt from United
States tax was viewed as a double tax benefit and is now restricted to losses
incurred prior to a PC election; subsequent losses are no longer available for
offset against the income of affiliated United States companies.
THE PC TAx CamiT

Because of changes made under the 1976 TRA, a PC theoretically is now
subject to United States tax on its worldwide income. 3 Under prior law,
section 931 permitted a domestic corporation meeting the qualification tests
described aboves 4 to exclude all non-United States source income other than
income physically received within the United States.8 5 However, a PC's non77. I.R.C. §1504(b)(4).
78. TREAS. R a. §1.1502-11(a), -12 (last sentence), T.D. 7246, 1973-1 C.B. 381.
79. I.R.C. §1504(b)(4).

80. See note 66 supra and accompanying text.
81.
82.
83.
90 Stat.

S. REt'. No. 938, supra note 5, at 279.
56 T.C. 588 (1971), acquiesced in, 1973-2 C.B. 1.
I.R.C. §936(a). See also Tax Reform Act of 1976, Pub. L. No. 94-455, tit. X, §1051(b),
1645.

84. See notes 28-31 supra and accompanying text.
85. I.R.C. §931, prior to amendment by Tax Reform Act of 1976, Pub. L. No. 94-455,
tit. X, §1051(b), 90 Stat. 1643. See also, I.R.C. §936(b).
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United States income is no longer excluded from gross income as such. 8
Instead, a PC is entitled to a special tax credit under section 936(a) (the PC
Tax Credit) equal to the amount of United States tax that otherwise would
be imposed upon three specified types of PC taxable income: (a) non-United
States source income derived from the active conduct of a trade or business
within a United States possession,8 7 (b) qualified possession source investment income, 8 and (c) non-United States source income from the sale of
substantially all of the assets used by the PC in the active conduct of the
possession trade or business.8 " Any PC income that falls outside these three
categories is not eligible for the PC Tax Credit and is fully subject to current
United States taxation. Because of the difference in approach, the PC income
eligible for shelter under this PC Tax Credit is different in scope than that
under the prior PC tax benefit provision, section 931.90 The principal difference is that passive income from sources outside the PC's possession base is
no longer exempt. Other distinctions arise, however, and a closer examination
of the two eligible classes of possessions income is warranted.
Taxable Income from Active Conduct of a
Possession Trade or Business
At first glance, this first category of income eligible for the PC Tax
Credit might appear to be the same type of income that a PC must have
in order to meet the basic 80 percent source test for qualification purposes.
Unlike that test, however, this eligible income category is determined by
focusing on taxable income,9 (versus gross income) "from sources without the
United States" (versus income from sources within a possession) derived "from
the active conduct of a trade or business within a possession." 92 Thus, for purposes of the PC tax credit, eligible business income need not be strictly from
possession sources, although such income must be from non-United States
sources and must be earned by the active trade or business conducted in the
86. See the general explanation of the Tax Reform Act of 1976, Joint Committee on
Taxation, 274 (1976), 1976-3 C.B. 286 [hereinafter cited as JCT Report 76 TRA].
87. I.R.C. §936(a)(l)(A)(i).
88. I.R.C. §936(a)(l)(B), (d)(2).
89. I.R.C. §936(a)(l)(A)(i).
90. A key feature of this PC tax credit is that it applies to qualified possession income
irrespective of whether any taxes are imposed on that income by a possession or a foreign
country. Consequently, this special "phantom" tax credit (sometimes known as a "taxsparing credit') is more favorable than the ordinary United States foreign tax credits which
only permit a reduction of United States taxes by the amount of actual foreign taxes
paid on the subject foreign income. I.R.C. §901. To avoid a double tax benefit, though,
the corollary to the PC's special tax-sparing credit is that the PC is not entitled to the
ordinary United States foreign tax credit or deduction for taxes actually paid on the income
eligible for the PC Tax Credit. I.R.C. §936(c). (For further discussion of the relationship
of the PC Tax Credit to the foreign tax credit, see notes 127-131 infra and accompanying
text.) The consequence of this new PC Tax Credit concept is, of course, that qualified
possession income is only exempt from United States income tax; the United States does
not insure that such income will also be exempt from possession or foreign taxes.
91. "Taxable income" is gross income minus allowable deductions. I.RC. §63(a).
92. Compare I.R.C. §936(a)(1)(A)(i) with I.R.C. §936(b).
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possession.1 The practical effect of this source distinction is to protect a PC
from inadvertently losing the benefits of the PC tax credit for income which is
technically from non-possession sources. This might occur, for example, because title to products passed outside the possession even though the income
is actually generated by the PC's possession-based business activity 4
In order to qualify as a PC initially, at least 50 percent of a PC's gross
income must be derived from the conduct of an active trade or business
within the possession. Under the prior rules of section 931, once this test was
met, demonstrating that the remaining 50 percent of non-United States source
income was derived from the active possession business was not necessary to
achieve an exclusion from United States tax. Section 936(a)(1), on the other
hand, requires that all non-United States source income other than qualified
possession source investment income be derived from the active possessions
business if such income is to be accorded the benefits of the PC tax credit.
Accordingly, this new requirement will intensify the focus on whether business
income is earned by the "active conduct of a trade or business" within Puerto
Rico, and issues that were largely moot in the past will now have to be
considered. For instance, if the PC sets up a sales office in Brazil, would the
sales generated by that office be from the active conduct of a business in
Puerto Rico? What if all Brazilian sales are approved by the Puerto Rican
home office? Does it matter whether title passes in Puerto Rico or Brazil?
Under analogous United States tax principles, whether the PC is considered to be engaged in an active trade or business outside Puerto Rico
would usually depend upon the nature and extent of its non-Puerto Rican
activities. 95 In addition, when a non-United States entity is engaged in a
United States trade or business, the income treated as being earned by that
United States business is in part dependent upon its source 9 6 By analogy, all
business income which is technically from Puerto Rican sources would be
considered earned by the Puerto Rican business even though a non-Puerto
Rican office participated materially in the sale.9 7 On the other hand, non93. However, if a PC persisted in earning non-possession source business income,
it might then fail the 80% qualification source test.
94. As a result, this distinction is probably of little economic significance for United
States tax purposes since the PC has no incentive to derive income from non-possession
activities, because, unless the non-possession income can be attributed to the active possession business, it will not be eligible for the PC Tax Credit. However, such non-possession
income might arguably not be subject to Puerto Rican income tax. See note 188 infra and
accompanying text.
95. See generally, Balanovski v. United States, 236 F.2d 298 (2nd Cir. 195M, cert.
denied, 352 US. 968 (1957); Commissioner v. Spermacet Whaling & Shipping Co., 281
F.2d 646 (6th Cir. 1960); Commissioner v. Consolidated Premium Ores, Ltd., 265 F.2d 320
(6th Cir. 1959); Rev. Rul. 65-182, 1955-1 C.B. 77; Rev. Rul. 62-51, 1962-1 C.B. 367; Rev. Rul.
63-113, 1963-1 C.B. 410; Rev. Rul. 65-263, 1965-2 C.B. 561; Rev. Rul. 75-23, 1975-1 C.B. 290.
See also, T
s. REG. §1.355-1(c)-(d) (1960); TREAs. REG. §1.864-7 (1972). Normally, the
presence of a foreign company's sales office within the United States is sufficient to
constitute the conduct of a United States trade or business unless its authority to enter
into contracts or fill orders is strictly limited. TRA. RaG. §1.864-7(b), (d) (1972).
96. I.R.C. §864(c)(3), (c)(4).
97. I.ILC. §864(c)(3); Tus. R=a. §1.864-4(a), Ti). 7332, 1975-1 CM. 204 (last sentence).
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Puerto Rican source income would not be treated as having been earned by
the Puerto Rican business when it involves the sale of inventory-type property
for use or consumption outside of Puerto Rico and an office outside of
Puerto Rico participated materially in the sale. 98
PCs therefore should be careful in establishing offices or other permanent
facilities outside Puerto Rico. At a minimum, final acceptance of proposed
sales should be made by the PC's personnel in Puerto Rico, and title to the
goods should pass in Puerto Rico so income therefrom will constitute Puerto
Rican source income. In addition, if storage of the PC's products outside of
the possession is necessary -for example, in the United States prior to sale
of United States buyers - selling the products to a related United States
company (or a company formed in the applicable market jurisdiction) prior
to storage and distribution might be preferable. This approach should eliminate any issue whether the PC was engaged in a business within the market
jurisdiction, although such approach would also reduce the amount of profit
that might be earned by the PC.
Qualified Possession Source Investment Income
The second category of income eligible for the PC Tax Credit benefits is
qualified possession source investment income (QPSII). For gross income to
constitute QPSII, all of the following requirements must be satisfied:9 9 (a) the
gross income must be from sources within a possession; (b) the PC must
actively conduct a trade or business in the particular possession from which
the gross income is derived; (c) the gross income must be from investments
in assets in that possession, for use therein; (d) the original funds which
subsequently generate the investment income must have been derived from
the active conduct of a trade or business in that possession or from a prior
qualified investment; and (e) the PC must establish compliance with the
third and fourth requirements above to the satisfaction of the IRS.
The principal feature of the foregoing requirements is that investment
income must now have the required nexus with the particular possession
where the PC actively engages in the conduct of a trade or business. This
represents a change from pre-1976 TRA law; under prior law a PC could avoid
United States tax on passive income derived from sources outside the possession in which it was operating. Now, if a PC wishes to continue earning
passive income free of United States tax, that income will have to be derived
from the particular possession in which it operates.
As of mid-1977, the estimated unrepatriated accumulated earnings of
Puerto Rican PCs were between $5 billion and $6 billion and growing at an
98. I.R.C. §864(c)(4)(B)(iii); TREAS. REc.. §1.864-5(b)(3), -6(a) (1972). Whether these
same concepts will apply in determining when a PC's income is derived from the "active
conduct of a trade or business" within Puerto Rico hopefully will be answered by the
Treasury Regulations to be issued under §936. In the interim, however, it will be prudent
to assume that the Treasury may selectively employ these concepts in determining whether
taxable income is derived "from the active conduct of a trade or business within a possession
of the United States."
99. See I.R.C. §936(d)(2).
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annual rate of $1.6 billion.100 Prior to the 1976 TRA, the bulk of these
earnings were invested in money market instruments outside of Puerto Rico,
including time deposits in branches of major United States banks located in
Guam, with the banks in turn reinvesting the funds in the Eurodollar

Market.lo The rates on these time deposits were usually in excess of the
rates payable by banks in Puerto Rico. Moreover, until 1974 interest on time
deposits in Puerto Rican banks was subject to Puerto Rican income tax. On
the other hand, interest on Guam deposits was not only exempt from Guam
and Puerto Rican income taxes, but, because such interest constituted possession source income, it also helped the PC to meet the 80 percent source test
for qualification purposes. 02 Under section 936, however, interest on Guam
deposits will no longer constitute QPSII for PCs operating in Puerto Rico. 0 3
The requirement that PC funds be invested in assets within the particular
possession "for use therein" apparently necessitates some form of tracing
because the legislative committee reports state that "funds placed with an
intermediary (such as a bank located in the possession) are to be treated as
invested in that possession only if it can be shown that the intermediary
did not reinvest the funds outside the possession."10 4 Seemingly, this "for use
therein" requirement places a burden on the PC to verify the use of funds
invested in what would otherwise appear to be possession assets, such as stock
or securities in Puerto Rican corporations. However, the Senate Finance
100.

Treas.PC Rpt., supra note 2, at 64.

101.

Id.

102. On the other hand, PCs whose Eurodollar and other passive income was about
to exceed 50% of their total gross income (and thus stood to fail the 50% active business
qualification test) often shifted their funds into tax-exempt Puerto Rican and United
States municipal bonds, since the tax-exempt interest generated thereby was not counted
as gross income in determining the eligibility for §931 benefits. I.R.C. §103; Treas. PC
Rpt., supra note 2, at 64.
103. As a result of the QPSII provisions, Eurodollar deposits have been replaced by
substantial investments in Puerto Rican money instruments, tax-exempt municipal bonds
(including Puerto Rican) and preferred shares of United States corporations. According to
the First Annual Treasury Report, the estimated composition of the financial investments
by PCs in mid-1977 was as follows: deposits in Puerto Rican banks ($1.6 billion), Puerto
Rican mortgages guaranteed by the Federal Government National Mortgage Association
($ .6 billion), loans to other PCs (S .4 billion), Puerto Rican Government bonds (S .3
billion), United States municipal bonds ($ .6 billion), United States project notes ($ .3
billion), preferred stock in United States companies ($ .4 billion), Canadian and European
investments ($ .6 billion) and unaccounted for funds (S .5 billion). Thus, of the total estimated $5.3 billion of accumulated funds, $2.9 billion is invested in Puerto Rico, $1.3 billion
in the United States and $1.1 billion elsewhere. Treas. PC Rpt., supra note 2, at 65.
104. JCT Report 76 TRA, supra note 86, at 276. TEMP. TREAS. REG. §7.936-1, 1977-1
C.B. 243, states that interest on deposits with certain Puerto Rican financial institutions will
be treated as QPSII if, among other requirements, "the interest qualifies for exemption
from Puerto Rican income tax under regulations issued by the Secretary of the Treasury
of Puerto Rico, as in effect on September 28, 1976, under the authority of §2(j) of the
Puerto Rican Industrial Incentive Act of 1963, as amended." Under said regulation, Puerto
Rican financial institutions, including the Puerto Rican branches of United States banks,
can "warehouse" PC deposits in New York for up to six months, so that much of the PC
bank deposits have, in fact, led to increased investments outside of Puerto Rico. Treas. PC
Rpt., supra note 2, at 64.
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Committee Reports make it clear that interest paid by one PC to another
unrelated PC is intended to be qualified possession source income.10 5 On
the other hand, dividends paid by one PC to another apparently will be from
sources within Puerto Rico only to the extent that the gross income of the
payor corporation for the applicable period is derived from the conduct of a
trade or business in Puerto Rico. 08
For investment income to constitute QPSII, it must also arise with respect
to funds derived from the active conduct of a business in the possession or
from investment of such funds therein. 07 This requirement is apparently designed to prevent the United States parent from transferring funds to the
PC solely for purposes of investing them in Puerto Rico on a tax-free basis.
Since money is fungible, the tracing of funds may present some problems for
the PC and careful record keeping will be required.
Sale of Substantially All PC Assets
The Revenue Act of 1978 amended section 936 to dearly establish that
taxable income from the sale of substantially all the assets that have been
used by a PC in the active conduct of a possession business may qualify for
the PC Tax Credit.-05 The 1976 TRA had not addressed this issue, but the
necessity of clarification was highlighted by the holding of the Tax Court
in Kewanee Oil Co.,109 that the sale of substantially all the assets of a business
did not constitute income derived from that business. While Kewanee Oil Co.
involved a Western Hemisphere Trade Corporation,"
the Tax Court's
reasoning was broad enough to apply in a similar situation involving a PC.
Section 936 now overrides the reasoning of Kewanee Oil Co. to accord PC
Tax Credit benefits to the PC's sale of substantially all of its assets used in
the possession business.
The PC Tax Credit does not apply, however, to the extent that the basis
of any asset (for purposes of computing the gain on its sale or exchange), is
105. S. REP. No. 938, supra note 5, at 280. Conceptually, however, there is no reason
why this rule should not also apply where the PCs are related, since the issue should be
solely one of whether the funds were derived from investments within the possession.
106. TREAS. REc. §1.861-3(a)(3)(i)(b), T.D. 7378, 1975-2 C.B. 272, §1.863-6, T.D. 7378,
1975-2 C.B. 272. Generally, the "for use therein" requirement meshes with the preferred
classes of investment income set out in PRIIA §2(j) which describes certain investment income constituting "industrial development income" and therefore exempt from Puerto Rican
income tax. However, until Treasury Regulations are issued under §936, certain questions
will remain open; for example, will the purchase of Puerto Rican securities from other
than the original issuer, a non-Puerto Rican person, be considered an investment in the
possession "for use therein'?
107. There is, however, a "grandfather clause" which includes within QPSII any passive
income from non-Puerto Rican sources earned prior to October 1, 1976. This is accomplished
by an effective date provision under Tax Reform Act of 1976, Pub. L. No. 94-455, tit. X,
§1051(i)(1), 90 Stat. 1643.
108. I.R.C. §936(a)(1)(A)(ii). Like the other two categories of eligible income, gains
qualifying for the PC Tax Credit in this category must be from non-United States sources.
109. 62 T.C. 728 (1974), afJ'd in unpublished opinion, (3d Cir. June 17, 1975).
110. I.R.C. §921.
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determined in part by reference to its basis in the hands of another person."'
This would occur if the PC has a "carryover basis" in the asset, as would be
the case when the asset is contributed by a United States parent in a tax-free
exchange under section 351.122 The gain on the sale of an asset with a carryover basis will qualify for the PC Tax Credit, however, if the transferor whose
basis is carried over qualified as a PC or a corporation described in section
957(c)."13 Consequently, a United States parent cannot avoid United States
tax upon the sale of assets simply by contributing such assets to a PC just
before the PC is about to sell substantially all of its assets. Moreover, the
carryover basis exception increases the advisability of a PC's acquiring its
own assets rather than obtaining them from its United States parent pursuant
to a tax-free incorporation under section 351." 4
Receipt of Money in the UnitedStates
Unfortunately, the 1976 TRA has perpetuated a trap for the unwary
which existed under prior law. Income payments received in the United States
by or for a PC are taxable in the United States regardless of whether the
amounts are derived from sources outside the United States and otherwise
qualify as eligible possessions income."15 This rule applies only to the initial
receipt of money in the United States,10 but even temporary initial receipt
in the United States is fatal." 7 For example, if a PC sells goods in the United
States and an American bank receives payment on the PC's behalf as its
agent in the United States, the PC will be taxable in the United States on
that income, even though, under the passage of title rules, the sale constitutes
Puerto Rican source income. Conversely, funds initially received by a PC
in Puerto Rico are not considered as received in the United States even
though eventually sent to the United States."" As a result, the PC exclusion
mechanism continues to have a high potential for error for the casually advised because the form of the collection procedure remains crucial.3 9
Amount of the PC Tax Credit

The PC Tax Credit is an amount equal to the United States income tax
Il. I.R.C. §936(d)(8)(A).
112. I.R.C. §362(a)(1).
113. I.R.C. §936(d)(3)(B). The transferor must have been a PC or a §957(c) corporation
throughout the period for which the transferred asset was held by the transferor. Section
957(c) applies to a corporation organized in Puerto Rico or a possession which meets requirements similar to those of a PC under §936.
114. See notes 74-75 supraand accompanying text.

115. IJRC. §936(b).
116.
117.
118.
119.

Rev. RUl. 58-486, 1958-2 C.B. 392.
Ramey Investment Co., 26 T.C.M. (P-H) 67,004 (1967).
Rev. RuL 73-6, 1973-1 C.B. 347.
This provision was at one point scheduled to be eliminated as part of the

"Deadwood Bill," as there appears to have been little reason for its being continued
under §936; in fact, the original reasons for elevating such form over substance remain obscure. B. BrrrKER& J. EUSnct, FEDERAL INCOME TAXATION OF CORPORATONS AND SHAREHo. uEs

17-47, n.75 (3d ed. 1971).
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otherwise payable on the three types of qualified possession source income
described above.120 Thus, the PC will have to first segregate its income into
qualified and non-qualified categories. In determining the amount of qualified
taxable income, the eligible gross income is reduced by the applicable deducunder the regular
tions that are allocated or apportioned thereto, determined
12 1
United States allocation and apportionment rules.
However, the legislative committee reports also provide that "losses from
other sources are to be taken into account" in determining the amount of
tax attributable to qualifying taxable income.122 To illustrate this principle,
the House and Senate committee reports contain an example of a PC with
an "overall loss" from non-possession sources that reduces income from United
States and possession sources proportionately in determining the taxable income for which the PC Tax Credit will be allowed. 23 If the PC did not have
any United States source income, the entire overall foreign loss would presumably have to be offset against qualified possession income.124
The PC Tax Credit is based only on the amount of regular United
States corporate income tax that would otherwise be imposed on the qualified
possession source income. The PC Tax Credit does not offset the following
25
(a) the minispecial taxes to which a PC, in theory, might also be subject:,
mum tax on tax preference items; (b) the accumulated earnings tax; (c) the
personal holding company tax; (d) the tax on recoveries of a foreign expropriation loss. However, unless the PC has non-qualified gross income, it is not likely
26
to be subject to any of these special United States taxes.1
Relationship of PC Tax Credit toi Regular United
States Foreign Tax Credits
In order to avoid a double credit benefit to the PC, any tax which is paid
or accrued by a PC to a possession or foreign country with respect to taxable
income taken into account in computing the PC Tax Credit will not be per120. I.R.C. §936(a)(1)(A), (B).
121. See, TREAs. REG. §1.931-1(d)(2), T.D. 7385, 1975-2 C.B. 298, §1.863-6, T.D. 7378,
1975-2 C.B. 272.
122. H. R. REP. No. 658, 94th Cong., 2d Sess. 257 (1975); S. REP. No. 938, supra note 5,
at 280; JGT Report 76 TRA, supra note 86, at 275.
123. H. R. REP. No. 658, supra note 122, at 257; S. REP. No. 958, supra note 5, at 280.
124. "Losses from other sources" would probably not include losses from United States
sources, since such losses generally cannot provide the type of double tax benefits which
§904(f) appears designed to prevent. Furthermore, an "aggregate overall foreign loss" presumably consists only of losses from non-possession sources, since losses from possessions
sources would normally be taken into account in determining taxable income for purposes
of §936(a).
125. I.R.C. §936(a)(3).
126. The minimum tax is not applicable to eligible possession source income. I.R.C.
§58(g); TREAS. REG. 1.58-1(a) (1978). Nor is the accumulated earnings tax applicable to taxable income entitled to the §936 credit, and the "reasonable needs of the business"
includes assets which produce income eligible for said credit. I.R.C. §§535(a), 936(g); TREAs.
REG. §1.535-1, T.D. 7244, 1973-1 C.B. 395. Also, a PC should not be subject to the personal
holding company tax so long as it continues to qualify as a PC since, by definition, it
must be engaged in an active trade or business.
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mitted as a credit or deduction for United States tax purposes. 12 The ordinary
section 901 and 902 foreign tax credits are replaced entirely by the PC Tax
Credit with respect to qualified possession income. 128 Correspondingly, taxes
paid or accrued by a PC to a possession or foreign country with respect to nonqualified income would appear to be creditable against the PC's federal income tax liability, subject to the usual section 904 limitations.- 29 For example,
any foreign taxes paid on investment income from outside the possession
are presumably eligible for the sections 901 and 902 credits.
Because the new PC Tax Credit is separate from the ordinary foreign
tax credit, the section 904 limitations applicable to the latter do not apply
to the PC Tax Credit. 130 In addition, income that qualifies for the PC Tax
the section 904 limitation
Credit is not taken into account in determining
13
applicable to the ordinary foreign tax credit. 1
IecaptureoJ Jverall PoreignLosses

As noted above, a PC's current overall loss from non-United States sources
must be used to reduce the PC's qualifying possession income as well as to
proportionately reduce its United States source income, if any. 132 In addition,
if the PC previously had an overall foreign loss that was not offset by its
other income, regardless of whether it occurred before or after electing PC
status, such a prior "overall foreign loss" must be recaptured in subsequent
years during which the PC derives non-United States source income. 33 Thus,
127. I.R.C. §936(c).
128. Since the qualified possession source income will not be subject to United States

income tax, the ordinary United States foreign tax credit generated by non-United States
taxes paid on the qualified possession source income would be offsetting United States
taxes otherwise payable on the non-qualified possession source income. I.R.C. §901(g). This
was deemed to be an unjustified double tax benefit and therefore prevented by the exclusionary rule.
129. See I.R.C. §901(g); JCT Report 1976 TRA, supra note 86, at 276. Moreover, this
statutory phrasing might support the position that a PC may elect to not utilize the PC
tax credit and instead utilize the regular §901 foreign tax credit in cases where the PC's

effective foreign and possession tax rate is in excess of the effective United States tax rate
on the eligible income. This circumstance is not likely to arise where the PC is deriving

its income from possession sources which qualify for an "industrial development grant"
under PRIIA.
130. S.REP. No. 938, supra note 5, at 281; JCT Report 1976 TRA, supra note 86, at
276. Section 904(a) serves to limit the amount of the §901 and §902 foreign tax credits
essentialy to the amount of United States income taxes which would have otherwise been
imposed on the taxpayer's foreign-source income, including dividends from its foreign
subsidiaries.

181. I.R.a. §904(b)(4).
132. See text accompanying note 122 supra.
133. I.R.C. §904(f); JCT Report 1976 TRA, supra note 86, at 275-76. Pursuant to a
"technical correction" made by the Revenue Act of 1978, Pub. L. No. 95-600 §701(u)(7)(B),
adding Act §1032(c)(6) to the 1976 Tax Reform Act, Pub. L. No. 94-455, this provision is
applicable to losses from possessions arising only in taxable years beginning after 1978, if
a trade or business was conducted in the possession before 1970. If the PC was not engaged
in a possessions trade or business before 1976, pre-1979 losses are subject to recapture on a
per-country basis only if the PC claims the foreign tax credit (and does not choose to
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the qualifying, possession income, and correspondingly the PC Tax Credit,
may be reduced by prior as well as current overall foreign losses, thereby increasing the PC's United States tax liability. The amount of the recapture in
any one year is limited, however, to the lesser of (1) the amount of the overall foreign loss not previously offset or (2) 50 percent (or a larger percentage
if the PC so chooses) of the PC's non-United States source taxable income."
In the case of a consolidated group of United States corporations, the
overall foreign loss is computed for the group as a whole. Accordingly, there
would be no future recapture in the absence of such an overall foreign loss
for the group as a whole, even though a member corporation individually
had such a loss and the member subsequently leaves the group, for example,
by electing PC status.135 Thus, if a prospective PC joins in filing a consolidated
return during its start-up period so that other members may utilize its losses,
and if the group has other members with foreign source income which
offsets the prospective PC's foreign losses, there will be no recapture of the
start-up losses when the PC leaves the consolidated group by electing PC status.
M

UNITED STATES TAxATIoN OF PC Ss-AREHiOLuRS

Dividends-ReceivedDeduction
Prior to the 1976 TRA revisions, a United States corporate shareholder
could not obtain a tax-free repatriation of the PC's earnings until the PC
was liquidated. 13 6 Consequently, PCs operating in Puerto Rico often accumulated their earnings until their Puerto Rican tax exemption expired and then
liquidated into the United States parent tax-free.13 7 Congress remedied this
problem by providing in the 1976 TRA that dividends paid by a PC to a
United States corporate shareholder are entitled to the dividends-received
deduction under section 243. Thus, 100 percent of such dividends will be
received free of United States income tax if the corporate shareholder owns
80 percent or more of the PC stock, and 85 percent of the dividends will
escape tax if the corporate shareholder owns less than 80 percent of the PC
stock. 38
Individual shareholders of a PC are not eligible for the benefits of the
dividends-received deduction; that deduction is restricted to corporate dividend
recipients. As a result, individual United States shareholders are subject to
United States income tax when the PC's earnings are repatriated.ss
deduct) for the foreign taxes in the year of the loss and the transitional per-country limitations for possessions applied to the year of loss.

134. I.R.C. §904(f)(1).
135. JCT Report 1976 TRA, supra note 86, at 240.
136. I.R.C. §243(b)(1), 'as it read prior to amendment by Tax Reform Act of 1976, Pub.
L. No. 94-455, tit. X, §1051(f), 90 Stat. 1643. Prior to the 1976 TRA, dividends distributed
by a PC were not considered income derived from sources within the United States, such
that they were not eligible for the dividends-received deduction. However, a PC could be
liquidated tax-free under §332.
137. Treas.PC Rpt., supra note 2, at 13.

138. I.R.C. §243(a)(1), (a)(3), (b)(1)(C).
139. However, in the case of a United States citizen resident in Puerto Rico, dividends
received from a PC would be exempt from United States tax under §933(1), since such
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ForeignTax CreditsNot Allowable to the CorporatePC Shareholders
A United States corporate shareholder is no longer permitted to take a

direct or deemed-paid foreign tax credit or deduction with respect to any
possession of foreign taxes paid on dividends received from a PC, to the
extent the dividend is attributable to periods during which the election
under section 936 or the benefits of section 931 apply to the PC.240 Because
foreign tax credits are normally permitted as a way of offsetting the United
States taxes that would otherwise be imposed on the foreign source income,
the rationale in this case is that such credits are no longer necessary or appropriate because the PC dividends should now be received essentially free
of any United States tax (after allowance for the appropriate dividends-received deduction). Thus, a United States corporate shareholder cannot take
a section 901 foreign tax credit for the withholding tax paid to Puerto Rico
on the dividends received from a PC, nor is the United States shareholder
permitted a section 902 deemed-paid foreign tax credit for any possession or
foreign taxes Paid by the PC.-14
Prior to the recent enactment of the Revenue Act of 1978, the denial of
foreign tax credits also applied to individual PC shareholders. This inappropriately exposed such individual shareholders to double taxation because
individuals are not entitled to the mitigating benefits of the dividends-received deduction. This result of the 1976 TRA was due to an unintentional
oversight, but it has now been corrected by the Revenue Act of 1978 to provide that the denial of the foreign tax credit will not apply if the distribution
is fully taxable by the United States. 1 42
Liquidation of PC and Sale of PC Stock

Because a PC is a United States corporation, it may be liquidated into
its United States corporate parent under section 332 free of any United States
PC dividends would constitute "income derived from sources within Puerto Rico."

TREAs.

REG. §1.933-1(a) (1960) states that "whether the individual is a bona fide resident of Puerto

Rico shall be determined in general by applying to the facts and circumstances in each
case the principles of §§1.871-2, 1.871-3, 1.871-4, and 1.871-5. relating to what constitutes
residence or nonresidence, as the case may be, in the United States in the case of an

alien individual." Puerto Rico, on the other hand, follows a domicile concept, such that
it has been determined that a United States citizen residing in Puerto Rico, but not
domiciled therein, is taxed as a non-resident. See Fiddler v. Secretary of the Treasury, 85
P.R.R. 302 (1962); Sheffer Buchart v. Secretary of the Treasury, Superior Court of Puerto
Rico, San Juan Part, (February 28. 1969). However, if the United States citizen was a
resident for Puerto Rican tax purposes also, his Puerto Rican tax on a PCs dividends
paid from qualified "industrial development income" would be only 5% to 10%, rather
than the usual Puerto Rican Progressive rates of 12.6% to 82.95% applicable to United
States citizens not resident in Puerto Rico. 78 PRIIA §4(a)(1). Thus, in unique circumstances,
if a United States citizen is about to receive a very substantial dividend from a PC, it may
be worthwhile for him to consider establishing residency in Puerto Rico in order to exempt
the PC dividend from United States tax and greatly reduce the Puerto Rican income tax.
See notes 209-215 infra and accompanying text.

140. I.R.C. §901(g).
141. Id. See also note 128 supra.
142. Revenue Act of 1978, Pub. L. 95-600 §701(u)(1), amending IR.C. §901(g)(1).
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tax.1 43 By contrast, a foreign corporation, including a Puerto Rican company,
upon its liquidation into its United States parent company will normally
be subject to United States taxation at ordinary income rates on its accumulated foreign earnings which have not previously been subjected to United
14 4
On the other hand, if the PC
States tax under the subpart F provisions.
has United States shareholders who are individuals or corporations that own
less than 80 percent of the PC's voting stock, these United States shareholders
will be subject to United States taxation upon the PC's liquidation under
section 331.145 If the PC stock is a "capital asset" in the hands of such
shareholders, as would normally be the case, a complete liquidation of the
46
PC will produce capital gain or loss.
Likewise, upon the sale of PC stock a United States shareholder will
47
normally realize capital gain or loss if the PC stock is a capital asset.' In
contrast, the sale of stock in a controlled foreign corporation will normally
produce ordinary income to the extent of the shareholder's proportionate
share of the foreign company's accumulated earnings and profits.'PUERTO R ICAN TAXES ON PCs

Non-IndustrialDevelopment Income
While the Commonwealth of Puerto Rico is in most respects an integral
part of the United States, Puerto Rico has been granted exclusive taxing
149
The
jurisdiction over the Puerto Rican source income of its residents.
basic Puerto Rican income tax structure is quite similar to that of the United
143. I.R.C. §§332(a), 367(b). However, notwithstanding the applicability of §332, the
distribution of certain items may still trigger the recognition of gain, e.g., (a) §336 excepts
from non-recognition treatment the distribution of installment obligations to the extent
otherwise provided in §453(d); (b) §§1245(b)(3) and 1250(d)(3) provide for recapture of
depreciation in certain instances; (c) reserves for bad debts (see Rev. Rul. 57-482, 1957-2 C.B.
49; West Seattle National Bank of Seattle v. Commissioner, 33 T.C. 341 (1959), aff'd, 288
F.2d 47 (9th Cir. 1961)); and (d) certain previously deducted items (see, e.g., Rev. Rul. 74-396,
1974-2 C.B. 106).
144. I.R.C. §367(b); S. REP. No. 938, supra note 5, at 268; Rev. Proc. 68-23 §3.01, 1968-1
C.B. 821; cf. I.R.C. §1248(a).
145. Alternatively, such United States shareholders might, in theory, elect to liquidate
the PC under §333, so as to defer a portion of their gain, if the PC has little or no
earnings and profits but property whose value has substantially appreciated since its acquisition by the PC.
146. I.R.C. §1221; cf. W.W. Windle Co. v. Commissioner, 65 T.C. 694 (1976), appeal
dismissed, 550 F.2d 43 (1st Cir. 1977), cert. denied, 430 U.S. 976 (1977). But see, Corn
Products Refining Co. v. Commissioner, 350 U.S. 46 (1955); Waterman, Largen & Co. v.
United States, 419 F.2d 845 (Ct. Cl. 1969), cert. denied, 400 U.S. 869 (1970); Union Pacific R.R.
Co. v. United States, 524 F.2d 1343 (Ct. Cl. 1975), cert. denied, 429 U.S. 827 (1976).
147. Id. In the case of non-United States shareholders of a PC (i.e., nonresident aliens
or non-United States corporations), the United States taxation of any gain or loss realized
by such shareholders on the liquidation of the PC or their sale of its stock would depend
on whether they are otherwise subject to United States tax under §§861-864 and the relationship of such gain or loss to any trade or business conducted within the United States.
see I.R.C. §871(a)(2), (b); §§881, 882, 864(b)(2) and (c)(2).
148. I.R.C. §1248.
149. Organic Act of 1900, Pub. L. No. 56-191, ch. 191, §14, 31 Stat. 77 (1900); Puerto

Published by UF Law Scholarship Repository, 1978

21

Florida Law Review, Vol. 31, Iss. 1 [1978], Art. 2
1978]

TAX-EXEMPT POSSESSIONS CORPORATIONS

States, being based on the Internal Revenue Code of 1939.150 As a result,
Puerto Rican corporations are taxed on their worldwide income, whereas
non-Puerto Rican companies, such as PCs, are taxed in Puerto Rico solely
on their Puerto Rican source income.' 51 For example, non-Puerto Rican
source investment income earned by PCs escapes Puerto Rican taxation, although it will now be subject to United States income tax since it would not
constitute "qualified possession source investment income."
A PC's Puerto Rican source income, other than "industrial development
income," is taxed at Puerto Rican corporate income rates ranging from 22
percent on the first 525,000 of net income to 45 percent on net income over
5 2
$300,000.1
Because this Puerto Rican source, non-industrial development
income will normally be entitled to the benefits of section 936 (and, therefore, not subject to United States tax), the PC will not be permitted to take
a deduction or credit for such Puerto Rican income taxes for United States
tax purposes. As a result, a PC should normally endeavor to minimize such
taxable Puerto Rican income in favor of low-tax industrial development income.
In addition to corporate income taxes, Puerto Rico also has the following
taxes: (a) property taxes on both real and personal property at rates that

vary depending upon the municipality in which the -property is located; 15(b) excise taxes on most articles other than food and medicine introduced into
or sold within Puerto Rico; 54 and (c) municipal excise or license taxes based
on the gross receipts of a business within the municipali.ty.155
IndustrialDevelopment Income

Puerto Rico has provided tax exemptions that vary in scope and duration to qualifying businesses engaged in certain specific industries since
Rican Federal Relations Act, Pub. L. No. 64-145, §9, 39 Stat. 951 (1917), as amended by
Pub. L. No. 81-446, 64 Stat. 319 (1950).
150. PRITA §3001.
151. PRITA §§231(c), 22(a).
152. PRITA §§13(b), 16(b).
153. For fiscal year ending June 30, 1979, the personal property rates will vary from
2.98% to 4.55%, while real property rates will vary from 4.98% to 6.55%. P.R. LAws ANN.
tit. 13, §§402, 401b; P.R. LAws ANN. tit. 21, §1479(b)-(c); CCH Puerto Rico Tax Reporter
71-501 Uuly 1978). Were it not for the industrial incentive exemptions discussed hereafter,
a PC's inventory, plant and equipment, and investments in non-Puerto Rican entities
would be subject to these property taxes; cash in banks and accounts receivable would be
exempt. P.R. LAws ANN. tit. 13, §443. These taxes are imposed on the market value of
the property, which administratively is considered the net book value with respect to personal
property, while real property is assessed on the basis of periodic appraisals.
154. Puerto Rico Excise Tax Act, §§15-39; P.R. lAws ANN. tit. 13, §§4015-4039. However,
the Excise Tax Act exempts: machinery and equipment of a manufacturing plant (Puerto
Rico Excise Tax Act, §46(b); P.R. LAws ANN. tit. 13, §4046(b)); materials used in manufacturing, (Puerto Rico Excise Tax Act, §46(a); P.R. LAws ANN. tit. 13, §4046(a)); and the products
a PC manufactures, except those that are marketed in Puerto Rico (Puerto Rico Excise Tax
Act, §47(a); P.R. LAws ANN. tit. 13, §4047(a)).
155. The rate of the municipal tax is 0.3% of the volume of business transacted in
the municipality levying the tax. P.R. LAws ANN. tit. 13, §651d.
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1919,56 including most manufacturing, scientific and industrial laboratories,
57
hotels and businesses leasing property to any of these qualified businesses.
Until recently, complete tax exemptions were granted on qualified income
and property for periods of 10, 15, 25, or even 30 years, depending on the
location of the business facilities. 158 Furthermore, certain financial investments in Puerto Rico are classified as "industrial development income,"
thereby benefiting from the same tax exemptions as qualified trade or business income. 59 The Puerto Rican passive investments eligible for this exemption include Puerto Rican municipal bonds (which are also exempt from
United States income tax) 160 and investments in certain mortgage loans.161

In order to obtain an industrial incentive grant, a PC must file an exemp2
tion application with the Office of Industrial Tax Exemption.16 The grant
application can be filed prospectively, without first establishing the described
operation. The grant is permissive only, in the sense that it provides an
exemption if the described operation is set up within a prescribed time, but
there is no obligation to establish the proposed business operation. Once
established, however, the grant is "in the nature of a contract" between the
16
grantee and the Commonwealth of Puerto Rico, 3 thus apparently entitling
the grantee to constitutional protection against any impairment of its rights
64
thereunder.
156. Act No. 92 of March SI, 1919. The modern history of industrial tax incentive
in Puerto Rico, however, begins with the Industrial Tax Exemption Act of 1948, Act No.
184 of May 13, 1948, with principal revisions being made by the Puerto Rico Industrial
Incentive Act of 1963, P.R. LAWS ANN. tit. 13 §252(a)-(). Since the end of World War II,
this economic development program of Puerto Rico has been popularly known as "Operation Bootstrap."
157. P.R. LAws ANN. tit. 13, §252a(d).
158. P.R. LAWS ANN. tit. 13, §252(a), (j), (p), (r). The period of exemption is based on
the industrial region within which the business is located, with regional classification
depending primarily upon the unemployment situation and the ease with which production
may be transported from the plant to the customer. The pre-June 1978 Industrial Incentive
Grants normally provided for a complete exemption from Puerto Rican taxes on income,
property and municipal license taxes, with excise taxes being independently exempt under
the Excise Tax Act. P.R. LAws ANN. tit. 13, §§252a(a), 252(b), 4046-4047.
159. P.R. LAws ANN. tit. 13, §252a(j).
160. Rev. Rul. 70-219, 1970-1 C.B. 23.
161. P.R. LAws ANN. tit. 13, §252a(). In addition to the foregoing tax incentives, the
Puerto Rican Government provides a number of economic incentives ranging from federally
guaranteed loans for the purchase of machinery and equipment to physical facilities especially
designed for operations at low rentals, technical services, and assistance in recruiting personnel.
Puerto Rico Official Industrial Directory, 58-59 (1976).
162. The application for an Industrial Incentive Grant is processed by the Economic
Development Administration (Fomento). P.R. LAws ANN. tit. 13, §252d. In addition to information regarding the intended business activity, the applicant must provide bank
references, financial statements, and, where applicable, environmental impact statements.
The average time period for the processing of such an application is approximately three
months, but it can be accelerated if necessary.
163. P.R. LAws ANN. tit. 13, §252d(a).
164. For example, the grantee would not be affected by a subsequent reduction in the
amount of excluded income or otherwise have diminished any of the rights afforded it
in the grant. Absent fradulent misrepresentation of fact or the like, a grant cannot be
revoked. P.R. LAws ANN. tit. 13, §252d(d)(2).
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On June 2, 1978, the Puerto Rican Industrial Incentives Act of 1978 was
signed into law. 1 5 The principal feature of the new law is that 100 percent
exemptions are no longer available except with respect to income from
designated Puerto Rican passive investments. A summary of the other important aspects of this new law gives an overall view of the present rules.
Partial Tax Exemptions. New grants will provide partial tax exemption
for corporate income and property taxes, with higher percentage exemption
rates during the initial five-year period and gradually decreasing over the
exemption period applicable to the industrial zone in which the business is
established6 Within each of the five-year time periods, the exemption rates
are the same in each of Puerto Rico's four industrial zones, as follows:
IndustrialZone

Percentageof Qualified Income Exemptions
21-25
11-15
16-20
1-5 years
6-10
90%

75%

-

-

Development

90%

75%

65%,

--

Low Development
Vieques &Culebra

90%
90%

75%
75%

65%
65.

55%
55%

High Development

-

Intermediate
50%o

One Hundred Percent Exemption From Municipal Gross Receipts Tax.
PCs operating under a new grant will be exempted from 100 percent of the
municipal license fees, excise and other municipal license taxes for the
0 7
duration of its tax exemption.
Exemption of First $100,000 of Net Income. PCs earning less than $500,000
may exclude the first $100,000 of net income from Puerto Rican taxation;
companies earning more than $500,000 have no such exemption. PCs having
industrial development income of $100,000 or less are totally exempt.'0 8
Five Percent Production Worker, Payroll Deduction. In lieu of the foregoing $100,000 exemption, a PC may elect to deduct 5 percent of its
production worker payroll costs, regardless of the amount of its total income. This extra payroll deduction cannot exceed 50 percent of otherwise
taxable industrial development income.'6 9
Service Industries Incentive. For the first time, export-oriented service industries may now be exempt from tax on 50 percent of their export-service
165. Act 26, Laws of 197a (June 2, 1978).

166. 78 PRIIA §3(a). Within twelve months prior to the end of its exemption, a PC
may apply for a ten-year extension. If the extension is granted, 50% of income may be
excluded for the first five years; for the second five years, between 35% and 50% may
be excluded, the exact percentage depending on the location of the business operation in
Puerto Rico. 78 PRIIA §3(m).
167. 78 PRIIA §3(c).

168. 78 PRIIA §3(a)(7). The exemption applies to the entire affiliated group deriving
industrial development income from sources within Puerto Rico. 78 PRIUA §3(a)(7)(A).
169. 78 PRIIA §3(a)(8).
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income,170 provided that 80 percent of their employees are residents of Puerto
Rico and 80 percent of the cost of the services was incurred in Puerto Rico. 171
Some of the more important designated services which may qualify for
exemption are: 172 (a) international trading and distribution facilities; (b)
assembly, bottling or packaging for export; (c) public relations; (d) economic,
scientific and management consulting; (e) public accounting firms; (f) insurance firms; (g) mail-order houses; (h) computer services; (i) repair and
maintenance services for vessels, aircraft and heavy machinery; (j) engineering and architectural plans and designs utilized in construction of projects
outside of Puerto Rico; (k) photographic and film processing laboratories;
(1) dental, optical and opthalmological laboratories; (in) scientific and industrial research laboratories; and (n) such other services as the Governor may
designate.
Special Apparel and LeatherIndustry Extension Incentive. Textile, apparel
and shoe producers whose exemption grants expire within the next five
years will receive an additional five-year exemption of 90 percent of income
and property taxes, as well as 100 percent of license fees, excise and other
municipal taxes. 7 3 This special provision is designed to protect some 10,000
jobs in plants that are operating marginally because of low-priced foreign
competition.
Conversion to New Exemption Mechanism. The new incentive law also
contains provisions permitting corporations that are currently tax-exempt
to elect to convert to the new system of partial tax exemption for the remainder of their existing grant, plus an additional ten years of partial tax
exemptionY14 In addition, such corporations are also entitled to repatriate
accumulated pre-1978 profits at a reduced four percent withholding rate
creditable against the post-conversion income tax liability." 5
Who Qualifies. In addition to the inclusion of designated service industries for the first time, the new act made certain other modifications in
the definition of qualified businesses. As a result of these changes, eligible
businesses will now include, among others, any of the following: (a) an industrial unit producing on a commercial scale a product not manufactured in

170.
171.
172.
173.
174.

78 PRIIA
78 PRIIA
78 PRIIA
78 PRIIA
78 PRIIA

§3(o).
§2(q)(l)-(2).
§2(o).
§3(n).
§3(p). The percentage of income which will be exempted during the

remaining years of the grant depends on the number of years left under the original grant,
with exemption percentages ranging from 73.3% for 0 to 4 years remaining to 93.3%
exemption if more than 20 years are remaining. This will provide maximum effective
tax rates of from 3% to 12%. With respect to the additional ten years of partial exemption, the exemption will be 50% during the first five years and between 35% and 50%,
depending on the location of the plant, during the second five years.

175.

78 PRIIA §3(i)(7).
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Puerto Rico before January 1, 1947;176 (b) an industrial unit producing any
one of thirty-two designated articles in quantities in excess of the average
amount of such article produced in Puerto Rico during the years 1975, 1976,
and 1977;177 (c) an industrial unit producing on a commercial scale a
product produced in Puerto Rico before January 1, 1947, but which, for
the two calendar years preceding the exemption request, was not manufactured in Puerto Rico on a commercial scale;178 (d) real property used or
possessed by an exempted business, and machinery and equipment necessary
or convenient to the operation of an exempted business;" 79 (e) a Puerto Rican
guest house (paradores) or a tourist hotel that was under construction prior
to January 1, 1978, but had not commenced operations as of, or was dosed
on, January 1, 1978, and resumed operations after that date;18 0 (f) a service
unit producing a designated service on a commercial scale in Puerto Rico""
(g) the breeding of experimental animals to be used in laboratories for
scientific and medical research and similar purposes;8 2 and (h) special
scientific, educational or recreational facilities which help to generate tour18 3
ism.
Commencement of Tax Exemption. The PC may delay commencement
of the effective date of its tax exemption for a period of up to two years.
This enables the PC to avoid using up the benefits of its income exemption
during the start-up period when income may be minimal.'84
Governor's Discretion. The Governor is given much broader discretion
to grant or deny benefits under the new incentive act. 8 5 This discretion presumably will be utilized in obtaining a quid pro quo from a grantee of tax
exemption.
Renewal Restrictions. The restrictions on both renewal of exemptions
and expansion of operations of PCs that have been granted exemptions are
substantially tightened.8 8
Creditable Taxes. A system of credits is provided whereby certain taxes
170. 78 PRIA §2(d)(1).
177. 78 PRIIA §2(d)(2).

178. 78 PRIIA §2(d)(4).
179. 78 PRIIA §2(d)(6).
180. 78 PRIIA §2(d)(7).
181. 78 PRIIA §2(d)(9).

182.
183.
184.
185.

78 PRIIA
78 PRIIA
78 PRA
78 PRIIA

§2(d)(8).
§2(d)(10).
§3(j)(3).
§§5(d), 7(a)(4), (b)(2), 8(c), 9(a)-(f), 10 (e)-(g), 11(a)(4), 12(a).

186. 78 PRIIA §8. For example, unless the PC comes within certain designated exceptions or the government authorizes extensions on the grounds that it is "in the best economic
and social interest of the people of Puerto Rico," fd. §8(c), an extension will only be
granted when the PC "proposes to manufacture a product separate and distinct from the
one being produced by such exempted business." Id. §8(b).
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paid in earlier years may be used as credits against certain taxes in later
8
years.1 7
PUERTO RICAN TAXES ON PC SHAREHOLDERS
Dividend Distributions
As in the United States tax system, shareholders of PCs are subject to
Puerto Rican income tax on dividend distributions from PCs, the amount
of which depends on such factors as whether they are corporate or individual
shareholders, resident or nonresident in Puerto Rico and whether the dividends are paid from Puerto Rican or non-Puerto Rican source income, and,
if the former, whether it was "industrial development income." A review of
the Puerto Rican income taxes (or dividend withholding taxes) payable by
PC shareholders in these various circumstances will reveal the differences in
tax treatment.
United States Nonresident CorporateShareholder. Because PCs are "foreign
corporations" from Puerto Rico's perspective, PCs are only potentially subject
to Puerto Rican income tax on their Puerto Rican source income; non-Puerto
Rican source income earned by a non-Puerto Rican entity such as a PC is
considered outside Puerto Rico's taxing jurisdiction.18 8 Similarly, when a
PC pays dividends out of income from sources outside Puerto Rico to its
nonresident United States corporate parent,8 9 the dividend is exempt from
Puerto Rican income tax. 190 However, because a PC will now generally be
subject to United States income tax on earnings from outside Puerto Rico
unless considered earned by the Puerto Rican trade or business, the ability
of the PC to earn and repatriate non-Puerto Rican source income free of any
Puerto Rican income tax will be of little advantage.
The PC's dividends paid from Puerto Rican source income, other than
"industrial development income," is subject to a 25 percent withholding
tax. 191 Neither this 25 percent withholding tax, nor the PC's corporate-level
Puerto Rican income tax (at rates ranging from 22 percent to 45 percent) on
this non-industrial development income would be eligible for either the
direct or deemed-paid United States foreign tax credits. This is because such
Puerto Rican source income would be entitled to the benefits of section 936,
assuming it was derived either from the conduct of a Puerto Rican trade or
business or QPSII.192 As a result, the combination of the dividend withholding
and the income taxes may boost the overall effective Puerto Rican tax rate on
non-industrial development income above the effective United States rate
187. 78 PRIIA §4(h).
188. PRITA §231(c).
189. The PC's United States corporate parent will be deemed a "non-resident" of
Puerto Rico so long as the United States parent is not itself engaged in a trade or business
within Puerto Rico. PRITA §411(a)(5); P.R. REG. §411-8.
190. PRITA §231(c).
191. PRITA §§1 4 4(a), 231(a)(1)(A).
192. I.R.C. §901(g). See notes 83-107, 127-131 supra and accompanying text.
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that would have applied if such income had been earned instead by a non-PC
(for example, an unincorporated branch of a United States company).198 Accordingly, a PC should either avoid earning such non-industrial development
income or consider establishing a separate, non-PC entity to earn such income for which the United States foreign tax credits will at least be available.
With respect to PC dividends from industrial development income, Puerto
Rico now imposes as a general rule a 10 percent withholding or "tollgate"
tax.'1' Prior to the enactment of section 936, Puerto Rico had required a 15
percent withholding tax on such industrial development income, but such
tax was effectively imposed only when it would be creditable against the

recipient's income tax in its domestic jurisdiction.

95

The new 10 percent toll-

gate tax, however, applies to United States corporate recipients even though
it will not be creditable under United States tax law.198
Although the 10 percent tollgate rate instituted in 1976 remains, the effective rate may be reduced under any one of the following repatriation approaches: (a) dividends paid out of industrial development income earned
prior to October 1, 1976, are subject to a tollgate tax of 7 percent rather
than 10 percent, if no more than 25 percent of the balance at the beginning
of the year is repatriated and a matching 25 percent is invested in designated
Puerto Rican assets in that year;' 9 7 (b) dividends paid out of industrial development income accumulated after October 1, 1976, also are subject to a
tollgate tax of 7 percent, rather than 10 percent, if no more than 75 percent
of such income is repatriated and if at least 25 percent of such income is
reinvested in designated Puerto Rican assets for a period of at least eight
years; 198 (c) dividends are exempt from the tollgate tax if paid from interest
income on designated Puerto Rican assets acquired after March 31, 1977,
(or Puerto Rican governmental obligations, whenever acquired) or out of prin193. If the non-industrial development income had been earned, for example, by a
non-incorporated branch of a United States company, then the 25% Puerto Rican withholding tax would at least be creditable under §901.
194. PRITA §§144(a), 231(a)(1)(A). The amendments by Act 95 & 96, Laws of 1976 also
extended the 10% withholding rate to certain classes of passive industrial development income previously subject to the 25% rate.

195. PRITA §§144(b), 231(a)(1), prior amendment by Act 96, Laws of 1976. Until the
recent 78 PRIIA, this "pick-up tax" concept, as it is sometimes known, still applied with

respect to non-United States corporations. P.R. LAws ANN. tit. 13, §252b(a)(2A), as added by
Act 95, Laws of 1976. However, 78 PRIIA §4(b) now provides that the 10% withholding
tax subject to the reductions discussed hereafter applies to corporate stockholders in nonUnited States jurisdictions as well.
196. I.R.C. §901(g)(1); but as noted previously, the dividend will usually be exempt

from United States income tax (or subject to a maximum United States tax of 7.24) because the §243 dividends-received deduction is now available.
197. PRITA §231(a)(2)(C)(), as added by Act 122, Laws of 1977, effective June 27, 1977.
Designated Puerto Rican assets include working capital, deposits in Puerto Rican banks,
Puerto Rican government bonds, mortgages insured by the Puerto Rican Housing Bank

and Finance Agency, and loans or other guaranteed mortgage bonds executed by any
government pension or retirement plan. PRITA §231(a)(2)(A).
198. PRITA §231(a)(2)(C)(ii), as added by Act 122, Laws of 1977, effective June 27, 1977.
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cipal after eight years of investment in designed Puerto Rican assets, beginning
on the later of March 31, 1977 or the date of acquisition; 199 (d) a tax credit
on the otherwise applicable tollgate tax may be taken in an amount equal to
3 percent of the PC's new investment in buildings and other structures used
in manufacturing if made subsequent to the later of March 31, 1977 or the
second year of tax exemption;20 and (e) the tollgate tax can be reduced to 5
percent if 50 percent of the PC's earnings are invested in designated Puerto
Rican assets for a period of five years or in the PC's own additional plant and
equipment or in repayment of principal on the PC's plant and equipment
debt. 20 1 The PC can repatriate the remaining 50 percent of the total profits
at 10 percent a year for the next five years with a reduced tollgate charge
of only 5 percent, while the locally invested 50 percent portion of earnings
may be repatriated at a 5 percent tollgate charge at the beginning of the sixth
202
year.
These approaches indicate that while 10 percent is now the standard
Puerto Rican withholding tax on a PC's dividends paid from industrial development income to its nonresident United States parent, there are various
means by which it can be reduced to 7 percent, 5 percent or even zero if the
PC is willing to invest its excess funds in designated Puerto Rican investments for a specified period before repatriation.
United States Companies Resident in Puerto Rico. As with the case of a
nonresident United States corporation, non-Puerto Rican source dividends
are exempt from Puerto Rican tax when received by a United States corporation resident in Puerto Rico, such as a PC.203 Thus, for example, dividends
received by a PC from a United States corporation would be exempt from
Puerto Rican income tax. Although such United States source dividends received by the PC would be subject to United States income tax, the PC would
also be eligible for the section 243 dividends-received deduction, such that
the effective United States income tax rate normally would be a maximum
of 6.9 percent. 20 4 This series of tax rules no doubt accounts for the substantial investments recently made by the PCs in preferred stock of United
States corporations even though such investments do not constitute QPSII. 20 5
When a United States corporation is engaged in a trade or business within
Puerto Rico, that is, a "resident" foreign company such as a PC, such corporation is generally subject to Puerto Rican income tax. Thus, when a PC
receives dividends traceable to the payor's Puerto Rican source income, other
than industrial development income, the dividend is taxable at the normal
199. PRITA §231(a)(2)(A), as added by Act 122, Laws of 1977, effective June 27, 1977.
200. PRITA §231(a)(2)(B), as added by Act 122, Laws of 1977, effective June 27, 1977.
201. 78 PRIIA §4(h).
202. Id.
203. PRITA §231(c).
204. Because of the 85% dividends-received deduction under §243, no more than 15%
of the United States source dividends would be subject to United States income tax at a
maximum corporate rate of 46%, or 15% x 46% = 6.9%.
205. Treas. PC Rpt., supra note 2, at 6 & Table 15 at 65.
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Puerto Rican corporate tax rates without allowance for the Puerto Rican
85 percent dividends-received deduction, unless paid by a Puerto Rican
corporation, in which case the 85 percent deduction would apply.206
Similarly, when a resident United States company receives dividends that
are paid from industrial development income, such dividends are subject
to the normal Puerto Rican corporate income tax but then qualify for the
85 percent dividends-received deduction.27 However, such dividends are
exempt from Puerto Rican income tax if paid from interest income on
designated Puerto Rican assets held for a period of eight years.208 Thus,
while distributions of industrial development income received by a resident
United States company may be fully subject to Puerto Rican income tax,
the effective rate is a maximum of only 6.75 percent (45 percent of the 15
percent taxable portion) which is less than the 10 percent tollgate tax applicable to such dividends paid to nonresident United States corporations.
United States Citizens Not Resident in Puerto Rico. Like United States
corporations, United States citizens who do not reside in Puerto Rico are
exempt from Puerto Rican income tax on dividends paid out of non-Puerto
Rican source income.209 On the other hand, the nonresident United States
citizen is subject to the progressive Puerto Rican individual tax rates, ranging
from 12.6 percent to 82.95 percent,;lO on dividends paid out of Puerto Rican
source income other than industrial development income. Nonresident individuals are subject to a 20 percent withholding tax on such dividends, which
is credited against the individual progressive tax due and may result in a
85 percent dividends-received deduction. 20 7 However, such dividends are
refund when the applicable progressive rate is less.- 1 Likewise, in the case of
dividends paid out of industrial development income, the nonresident United
States citizen will be subject to the Puerto Rican withholding and individual
income taxes at the above progressive rates since they can again take a credit
or deduction for such taxes under section 901, pursuant to the recent Revenue
2
Act of 1978 changes
206. PRITA §§26(a), 231(b).
207. PRITA §26(a), as amended by Act 96, Laws of 1976; prior to October 4, 1976,
such dividends were exempt from Puerto Rican income tax.
208. PRITA §26(a)(1)(B), as added by Act 122, Laws of 1977, effective June 27, 1977.
209. PRITA §116(a)(1).
210. PRITA §§11, 12.
211. PRITA §143(a), (c), (e).
212. See text accompanying note 142 supra. While Puerto Rico's recent changes in its
incentive law (Act 96, Laws of 1976) have eliminated the "pick-up tax" concept with respect
to United States corporate shareholders (see note 195 supra and accompanying text), the
pick-up tax concept still applies with respect to nonresident United States individuals,
and therefore during the interim period between the 1976 TRA and Revenue Act of 1978
when United States individuals were denied the benefits of a §901 foreign tax credit, these
persons would not have been subject to Puerto Rican withholding and income taxes on
dividends paid from industrial development income. See 78 PRIIA §4(a)(3). However, because United States individuals are again provided with a §901 foreign tax credit for taxes
paid to Puerto Rico, they will again be subject to Puerto Rican withholding or individual
income taxes.
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United States Citizens Resident in Puerto Rico. Dividends received by
United States citizens residing in Puerto Rico are no longer exempt from
Puerto Rican tax when paid out of industrial development income; they are
subject to the same 5 to 10 percent rates applicable to nonresident United
States corporate shareholders.213 However, United States citizens resident in
Puerto Rico are exempt from United States tax on income derived from
sources within Puerto Rico,214 so the only tax on such dividends would be
the 5 to 10 percent Puerto Rican withholding tax. All other dividends, from
whatever source derived, received by resident United States citizens are taxable at the progressive Puerto Rican individual tax rates.21 5
Determining Earnings Out of Which Dividends are Paid. In December,
1977, the Puerto Rican Treasury issued Administrative Ruling 77-1 regarding the source of dividend distributions paid by PCs. 21 6 This ruling provides,
in effect, that as long as a PC has undistributed earnings from both Puerto
Rican and non-Puerto Rican sources, a dividend is deemed to consist of 50
percent non-Puerto Rican source income and 50 percent Puerto Rican source
income. Because the non-Puerto Rican source income is exempt from Puerto
Rican withholding tax, the tollgate tax in these instances will equal an
effective rate of 5 percent of the total dividend, assuming none of the Puerto
Rican source income is from non-industrial development income sources,
which is taxable at 25 percent rather than 10 percent.
LiquidatingDistributions.The Puerto Rican withholding taxes applicable
to a PC's liquidating distributions differ somewhat from the tollgate taxes
applicable to a PC's current operating distributions described above. A
summary of the principal distinctions is set forth below.
Prior to the recent changes in the Puerto Rican Industrial Incentive Act,21 7
accumulated industrial development income and property used in generating
such income could be liquidated free of any Puerto Rican income tax to a
nonresident United States parent company. The recent changes, however,
provide that accumulated industrial development income will be subject to
a 10 percent tollgate tax upon the liquidation of a PC, unless the income
would otherwise have qualified for the 5 percent tollgate tax rate if paid as a
current dividend, in which case the liquidation tax is reduced to 4 percent.- 8
As with dividends, liquidating distributions from non-Puerto Rican sources
are exempt. For distributions of income or properties not used in the exempted
business, the United States parent company may be required to recognize
capital gain, taxable at a rate of 29 percent in the case of a nonresident
United States company.2 9
213. 78 PRIIA 4(a)(1).
214. I.R.C. §933(a).
215. PRITA §§l1, 12.
216.

CCH PUERTO Rico TAx REPORTER

217. P.R. LAws

ANN.

200-408.

tit. 13, §252c, prior to amendment by 78 PRIIA §6.

218. 78 PRIIA §6(b).
219. PRITA §231(a)(1)(B). It may be possible, however, upon a showing that a purpose
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As with the nonresident United States parent, any other United States
shareholder receiving a PC liquidating distribution from accumulated industrial development income will be subject to a 10 percent withholding tax,
unless the income is eligible for the special 4 percent rate.220 In addition,
22
distributions out of non-Puerto Rican source income are exempt, ' except if
received by a United States citizen resident in Puerto Rico; such distributions

are subject to the Puerto Rican capital gain tax.
Gain on liquidating distributions attributable to non-exempt income or
property is subject to the applicable Puerto Rican capital gain tax: (a) 29
percent if a nonresident United States company; 222 (b) 25 percent or the
regular Puerto Rican corporate income tax rate, whichever is lower, if a
resident United States corporation; 223 and (c) 26.25 percent or the progressive
Puerto Rican income tax on 40 percent of the gain, if lower, in the case of
2 24
a United States citizen, whether or not resident in Puerto Rico.
If a PC's stock is sold in a transaction taking place outside Puerto Rico, the
gain will constitute non-Puerto Rican source income 225 and, therefore, be
exempt from Puerto Rican tax in the case of United States shareholders
other than United States citizens resident in Puerto Rico; the latter will be
228
subject to the Puerto Rican capital gains tax described above.
ALTERNATE UsEs OF PossEssIoNs CORPORATIONS

From a United States and Puerto Rican tax perspective, the alternative
uses for which a PC may be advantageously employed are essentially defined
by the PC qualification requirements, the PC Tax Credit parameters and the
scope of the requisites for obtaining a Puerto Rican industrial incentive grant.
Consequently, a PC generally will be limited to conducting an active trade
or business within Puerto Rico that is entitled to at least a partial tax exemption under the Industrial Incentive Act, as recently amended. Because of the
changes under the 1976 TRA, the PC will no longer be able to shelter nonPuerto Rican source investment income, but it will be able to invest unneeded
investments, free of any
accumulated earnings in certain qualified possession
227
Puerto Rican or United States income taxes.
The activities that can be conducted as an active trade or business through
a PC free of United States tax are limited only by the requirements that the
of the transaction is not the avoidance of Puerto Rican income taxes, to obtain a prior
ruling from the Puerto Rico Treasury which permits a reduced "toll charge" equal to the

applicable dividend rate (normally 25%) on any nonexempt Puerto Rican source income
being distributed. PRITA §112(i). This is the Puerto Rican equivalent to a "Section 367

Ruling."
220. 78 PRIIA §6.
221.
222.
223.

PRITA §§116(a),231(c).
PRITA §231(a)(1)(B).
PRITA §117(c)(1).

224. PRITA §117(b)(1). (c)(2).
225. PRITA §119(a)(6), (e)(2).

226. PRITA 9116(a).
227.

I.R.C. §936(a)(1), PRITA §231(a)(l)(A).
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PC derive at least 80 percent of its income from Puerto Rican sources and
that its income be deemed earned by the Puerto Rican trade or business, regardless of source. Thus a PC could not be used as a base company for performing extensive services outside Puerto Rico since this income would be
treated as non-possession source income. Similarly, leasing or licensing activities could be conducted through a PC only if (a) such activities in fact
constituted an active trade or business, and (b) the leased or licensed property
was used within Puerto Rico, since the situs of use determines the source of
such income.
In addition to the parameters established by the provisions of section
936, the type of business in which a PC may engage also is effectively
determined by the Puerto Rican criteria for obtaining an industrial incentive
grant and a resulting partial tax exemption. Absent such a tax-holiday, the
PC's Puerto Rican tax obligation can be as great or greater (taking into
account dividend withholding taxes) than the United States tax liabilities
on the same income. As noted above,2 23 Puerto Rico presently provides significant partial tax exemptions for most manufacturing activities, hotel and
tourist facility operations, numerous export-oriented service activities, and
the leasing of property used for the above activities. An analysis of whether
the proposed activity comes within one of these exemption categories is a
threshold consideration in determining whether to locate operations in Puerto
Rico.

229

Specific Commercial Activities
A summary of the tax considerations ianvolved in using a PC for some of
the more common commercial activities follows.
Manufacturing. Manufacturing or processing operations within Puerto
Rico are the classic activities for which a PC is employed, particularly when
the product is intrinsically a high-profit item or the operation is labor intensive. 230 The main considerations in deciding whether to establish manu228. See text accompanying note 157 supra.
229. Naturally, a necessary corollary to the above tax considerations is an economic
analysis of the cost of doing business in Puerto Rico as compared to alternative locations.
The factors involved in this analysis will vary from industry to industry, and a discussion
of same is beyond the scope of this article. However, it should be noted that manufacturing industries accounted for 546 out of 711 elections under §936 as of May 1978, with
apparel, pharmaceuticals and electrical industries being the largest component of this manufacturing total. Table 14, Treas. PC RPt., supra note 2, at 62.
230. According to the Treasury First Annual Report, the average tax savings realized
by PCs in 1975 was equal to the average employee compensation, but in the case of the
pharmaceuticals industry the savings were nearly three and one half times the average
employee compensation, suggesting that PC tax benefits are greatest for those products
with an intrinsically high profit margin. Table 6, Treas. PC Rpt., supra note 2, at 41. These
figures led one industry source to describe the prototype pharmaceutical firm as being
"seven guys and a blender." 1 BNA Daily Tax Report, G-4 (1/3/78). PCs do not lend
themselves to labor intensive industries to the extent that they once did; by the end of
1977, almost two thirds of the non-government employees were subject to the United
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facturing or processing operations in Puerto Rico are (a) whether the particular product will be eligible for the industrial development grant and
(b) the economics of manufacturing in Puerto Rico instead of the United
States or another non-United States site. If, for example, the manufacturing
operation produces only marginal profits, the additional costs of transportation may offset the advantages of being able to obtain somewhat cheaper
labor and being largely free from tax. The profits from exporting the resulting products to destinations outside Puerto Rico generally can also be structured to be exempt from any United States or Puerto Rican income tax.
Exporting. A PC may be used for exporting both United States and nonUnited States products so long as the income is from sources within a possession. Accordingly, the products must be physically shipped through Puerto
Rico so that title to the goods may pass from the PC exporter to the foreign
buyer within the possession. Moreover, because a PC is not subject to the
subpart F rules deeming certain foreign subsidiary profits to be taxable
currently to its United States shareholders, the PC may act as a "foreign base
sales company." That is, a PC may acquire products from a related United
States supplier for resale outside of Puerto Rico. However, unlike a DISC,
the transfer price for products between the related supplier and the PC must
be based on an arm's-length price and the PC must be a substantive company
with its own employees and facilities to justify its earning part of the export
2
sales profit. s1
Importing. A PC can also be used to acquire foreign products which it
then exports to the United States, but as with exports the foreign products
must be physically shipped through Puerto Rico so that title may pass therein.
This is another form of foreign base company sales activity that is exempt
from the subpart F rules so long as the PC is a substantive company that
can justify earning its share of the re-export profit. Economically, a PC would
be advantageous for this purpose if the product to be imported has a high
markup that would otherwise be fully subject to United States tax if acquired
and distributed in the United States by a United States-based corporation. A
PC engaged in this re-export activity should be entitled to a partial tax
exemption under the new Puerto Rican industrial incentives for service activities, if the imported products are exported to the United States or other nonPuerto Rican destinations. Use of a PC for importing goods into Puerto Rico
for distribution therein, however, will not normally be eligible for the new
service grant because the grant is designed to encourage export-oriented distribution activities.
States minimum wage of $2.30 per hour and over 90% were subject to a minimum wage
of at least $2.00 per hour. Treas. PC Rpt., supra note 2, at 31.
231. A DISC may in effect be a "shell" company (see TRAS. RFG. §1.992-1(a), T.D.
7420, 1976-1 C.B. 204) and is entitled to the benefit of special intercompany pricing rules
which, in some circumstances, may permit the entire manufacturing and distribution
profit to be allocated to the DISC. I.R.C. §994(a). See generally Hudson, Special Corporations for Operating Abroad-An Overview of United States Tax Planning Alternatives,
10 LAw oF AMmucAs 299 (1978).

https://scholarship.law.ufl.edu/flr/vol31/iss1/2

34

Hudson: Tax-Exempt Posessions Corporations in Puerto Rico--An Overlooked
UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XXXI

Leasing and Licensing. For United States tax purposes, a PC may engage
in leasing and licensing activities only if (a) the activity constitutes an active
trade or business and (b) the property being leased or licensed is used
principally within Puerto Rico. If such property is not so used, income from
such activities will be from non-possession sources and therefore will not be
counted for purposes of the 80 percent possession source test. Thus, a PC
could derive a maximum of 20 percent of such income from non-Puerto Rican
sources provided such income is deemed attributable to the Puerto Rican
trade or business.2 32 Insofar as the Puerto Rican Industrial Incentive Grant
is concerned, Puerto Rican source leasing income is exempt only if it results
from the leasing of property to businesses engaged in industrial incentive
grant activities. However, the Puerto Rican Industrial Incentive Act does not
provide exemptions for licensing activity, so that any royalties derived from
sources within Puerto Rico would be taxable at the normal ordinary income
tax rates. On the other hand, since non-Puerto Rican source income is exempt
from Puerto Rican tax, rental and royalty income from outside of Puerto
Rico could be earned within the foregoing limits of the United States tax requisites; that is, a maximum of 20 percent of gross income.
Services. Like leasing and licensing, services may be conducted by a PC
if they are performed principally within Puerto Rico; if not conducted within
a possession, services will not give rise to possession source income and
problems will arise with the 80 percent possession source test. Within this
20 percent parameter, the PC might again derive service income from nonUnited States, non-Puerto Rican sources free of United States and Puerto
Rican income tax if such income is considered earned by the Puerto Rican
trade or business. To satisfy Puerto Rican criteria for partial tax exemption,
the service activity must be export-oriented. That is, the service must be
primarily for non-Puerto Rican markets, such as vessel repair services or
architectural services for non-Puerto Rican users or projects.
COMPARISON OF PC TO ALTERNATIvE VEmcLS

Non-Electing United States Corporation
There are several circumstances in which a United States corporation
operating in Puerto Rico may wish to forego or delay electing PC status under
section 936. First, a PC should delay the section 936 election if it is expected
to incur start-up losses. By delaying the election, the PC may be included
in a consolidated return with its United States parent which can then offset
the PC's losses against its own taxable income. While these losses will be
subject to subsequent recapture when the PC realizes otherwise exempt
possession source income,2 3 3 the consolidated group will at least obtain the
232. This would necessitate most aspects of the leasing or licensing transactions being
handled from the Puerto Rican office. Also, the property would have to be leased or
licensed in areas outside the United States since rents or royalties from United States
233. This assumes that other members of the consolidated group did not have foreign
sources are not entitled to exemption from United States tax under §936.
source income to offset the PC's losses for foreign tax credit purposes when they were in-

curred.
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benefits of a deferral of United States tax until the PG subsequently realizes
such income.
The second situation in which non-section 936 status may be preferable is
if the PC is engaged in a Puerto Rican business that is not entitled to the
benefits of an industrial incentive grant and thereby is subject to full Puerto
Rican income tax at rates of up to 45 percent on taxable income over $300,000.
Because the Puerto Rican withholding tax on dividends from such income is
25 percent, the total effective rate on such non-industrial development income
could be nearly 59 percent [45% + (25% X 55%)]. By not, electing section
936 status, the PC would be able to take a section 901 foreign tax credit for
its Puerto Rican and other foreign taxes against its United States income tax
liability that would otherwise apply. Similarly, the United States parent
would have not only the benefit of the 85 or 100 percent dividends-received
deduction but would also be able to take a section 901 foreign tax credit for
the 25 percent Puerto Rican withholding tax, although it would only be able
to obtain effective use of such credit if it had other low-tax foreign source
income.2" If the United States parent will not be able to effectively use this
foreign tax credit (for example, because of a lack of other low-tax foreign
source income), the United States parent should, instead, consider utilizing a
branch operation, rather than a separate United States subsidiary, to operate
in Puerto Rico so -the problems of the Puerto Rican dividend withholding
tax can be eliminated.
The third circumstance in which a non-electing United States corporation
should be considered is similar to the second. After the PC's Puerto Rican
industrial incentive grant has expired, the PC will be subject to full Puerto
Rican income tax at rates up to 45 percent; in addition, the United States
parent will be subject to Puerto Rican withholding taxes (normally 5 to 10
percent) which will not be creditable if the section 936 election continues
in effect. As a result, once the industrial incentive grant has terminated,
consideration should be given to also allowing the section 936 election to
lapse at the end of its ten-year term, if not sooner.23 5 Although, this will
not affect the Puerto Rican income and withholding taxes payable, the withholding taxes will then at least be creditable by the United States parent to
the extent not attributable to income earned during the period the section
936 election was in effect. Again, if the foreign tax credit cannot be effectively
utilized, the United States parent should consider liquidating the former PC
and conducting the Puerto Rican business as a branch operation so as to
eliminate the Puerto Rican withholding tax on intercompany dividends.
PuertoRican Corporation
A Puerto Rican corporation, rather than a United States corporation
qualifying for section 936, might also be considered when the Puerto Rican
operations involve activities not eligible for an industrial incentive grant.
234. Sec I.R.C. §904.
236. It may seek an earlier revocation if significant non-tax reasons can be marshalled.
See note 66 uPra and accompanying text.
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While dividends from the Puerto Rican corporation would not be eligible
for the dividends-received deduction because the Puerto Rican corporation
is treated as a foreign corporation, the United States parent would be entitled
to credit for direct and indirect Puerto Rican taxes under sections 901 and
902 so that little or no United States tax would be payable on dividends (or
liquidating distributions treated as dividends under section 1248).
Ordinarily, the availability of the United States foreign tax credits should
put the Puerto Rican corporation on an equal footing with a PC or a nonelecting United States corporation insofar as the overall effective tax rate is
concerned. Nonetheless, there are several disadvantages to operating through
a Puerto Rican corporation. First, Puerto Rico subjects Puerto Rican companies to tax on worldwide income, giving no shelter for non-Puerto Rican
source income. 236 Although a non-electing United States company is likewise subject to United States tax on worldwide income, a PC may still derive
up to 20 percent of non-possession income free of both United States and
little or no Puerto Rican -tax if connected with its active trade or business
in Puerto Rico. Second, a Puerto Rican company cannot join in filing a
United States consolidated return. In addition, because the Puerto Rican
corporation is a non-United States corporation, a section 367 ruling is required for a tax-free incorporation and a tax-free liquidation of the Puerto
Rican company. An advantage, however, is that the Puerto Rican 85 percent
dividends-received deduction can be utilized by a United States parent company
doing business in Puerto Rico with respect to dividends paid out of the
Puerto Rican subsidiary's non-industrial development income, reducing the
effective tax rate on such dividends to a maximum of 6.75 percent; such
dividends-received from a non-Puerto Rican company (such as a PC) are not
27
entitled to the deduction. 3
Domestic InternationalSales Corporation(DISC)
As indicated above, a PC may be utilized for exporting both United
States and non-United States products when it is practical to transship the
products through Puerto Rico - a necessary step since title to the foreign buyer.
must pass in Puerto Rico. A DISC, on the other hand, may export United
States products directly from the United States to foreign destinations. 238 How236. Moreover, the exclusions from the "controlled foreign corporation" definition
under the subpart F rules for Puerto Rican corporations is narrower than the definition
of a PC under §936, as it is limited to specified manufacturing, hotel and other designated
activities and subject to special source rules under TREAs. REGS. §§1.956-2 (1964) and 1.9573(b)(3) (1963). As a result, it would still be quite possible for a Puerto Rican corporation
to constitute a CFC if it engaged in many of the typical subpart F income activities.
I.R.C. §957(c).
237. PRITA §26(a). By comparison, dividends paid by a PC from non-industrial development income are subject to a 25% Puerto Rican withholding tax when paid to a
nonresident corporate shareholder and the normal Puerto Rican corporate taxes of up to
45%, without benefit of the Puerto Rican dividends-received deductions, when paid to a
resident corporate shareholder. See notes 223-225, & 238 supra and accompanying text.
238. For purposes of the DISC provisions, Puerto Rico and the United States possessions
are considered part of the "United States," and therefore a DISC may not be used to export
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ever, the United States tax benefits of operating through a DISC are limited
to a deferral of up to 50 percent of the DISC's taxable income,239 whereas a PC
may obtain a permanent exemption from all United States corporate income
tax and a 50 percent exemption from Puerto Rican income tax, 240 although
these profits are also subject to the 5 percent to 10 percent tollgate tax upon
ultimate repatriation to the United States parent. Thus, a United States
exporter must weigh the additional costs of operating in Puerto Rico, if any,
and the PC's permanent tax savings against the greater flexibility, temporary
tax deferrals and cloudy future of the DISC.
ForeignCorporation(Non-Puerto Rican)
A foreign corporation will constitute a "controlled foreign corporation"
(CFC) if more than 50 percent of its voting shares are owned by United States
shareholders, 241 in which case the CFC will be subject to the subpart F rules.
The subpart F rules override the general principle that a foreign corporation's income is not taxable to its United States shareholders until repatriated.,242 Under these rules, a CFC generally cannot avoid deemed distribution of its income unless the CFC operates a substantive, independent
trade or business within its foreign country of incorporation which does not
constitute a mere "base company" operation.243 On the other hand, unlike a
PC, a CFG can shelter foreign investment income of up to 10 percent of its
gross income. 2" Moreover, so long as the CFC does not generate subpart F
income, it has the key distinction of being able to operate any place in the
world.245
With respect to operations in Puerto Rico, a CFC may be utilized for
non-exempt activities in a manner similar to a Puerto Rican corporation. Like
a Puerto Rican corporation, CFC cannot participate in filing a United States
consolidated return, nor may incorporations and liquidations be handled
on a tax-free basis without a toll charge under section 867. If the foreign
corporation can avoid CFC status, having not more than 50 percent of its
voting stock owned by the United States shareholders, then it may generally
products from the States or the District of Columbia to Puerto Rico or the United States
possessions. I.R.C. §993(a)(2)(A), (g).
239. I.R.C. §995(b)(1)(F). Moreover, President Carter has called for the phase-out of
DISCS (see H.R. REP. No. 12078, 95th Cong., 2d Sess. §441 (1978), but which was deleted
from the resulting Revenue Act of 1978, Pub. L. No. 95-600), and the trading partners of
the United States have charged that the DISC provisions are a violation of the General
Agreements on Tariffs and Trade, Art. XVI. See 4 Tax Notes No. 12, at 19 (1976). Thus, the

future of DISC's is quite cloudy by comparison to the PC provisions. See notes 280-281 infra
and accompanying text.
240. 78 PRIIA §3(o). See notes 202-204 infra and accompanying text.
241. I.R.C. §957(a); See I.R.C. §957(d)(1) regarding exclusion of certain individual
Puerto Rican residents from definition of "United States Person."
242. See I.R.C. §§951-94. See generally Hudson, supra note 231, at 333-45.

243. I.R.C. §954.
244. I.R.C. §954(b)(3)(A).
245. However, this will only be an advantage tax-wise if the jurisdictions in which it
operates (and where incorporated) impose lower effective tax rates than the United States.
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shelter non-Puerto Rican foreign investment income from current United
States and Puerto Rican income taxation.
If the United States company wishes to consider operations outside of
Puerto Rico and the United States, a CFG would normally be preferable
to a United States company (and a PC could not be used outside of Puerto
Rico or the other United States possessions). While the CFC must run the
gauntlet of the subpart R rules, there may be opportunities for earning
income free of any current United States and very little foreign tax. The
initial hurdle, however, will be transferring assets to the foreign corporation
since a section 367 ruling must be obtained in order to incorporate a foreign
company tax-free. Normally, the IRS imposes "tollgate taxes" before granting
transfers of inventory, intangible
a section 367 ruling with respect to the
2 46
assets such as know-how and securities.
AFFILATED COMPANY TRANSAGTIONS -

SECrION

482

Transfers of Intangibles
It is usually advisable for the United States parent company to transfer
to the PC all intangible property rights necessary for the manufacture and
sale of products by the PC. Intangible property includes such items as
patents, trademarks, copyrights and "know-how," including proprietary processes, formulae and other confidential information directly related to the
manufacturing process. 247 In the absence of transferring the necessary intangible property rights to the PC, the IRS will likely impute a royalty from
the PC to the United States parent under section 482.248 While the PC would
be entitled to a deduction for the imputed royalty payment, the PC usually
would not be able to use the deduction since tie PC normally would be
exempt from United States tax on the income to which the royalty relates.
The imputed royalty income would, however, be taxable to the United States
parent, thereby reducing the tax benefits of operating a subsidiary in Puerto
Rico.

2 49

To avoid such section 482 problems, the subject intangible property
rights must be transferred from the United States parent to the PC. This
246. Moreover, a CFC generally cannot be liquidated tax-free to an 80% United States
parent corporation under §332, even though it might have otherwise qualified as a PC
and paid no United States tax had it been a United States corporation. Rev. Proc. 68-23,
1968-1 C.B. 821. Thus, if the CFC is to be used for tax-exempt operations in Puerto Rico,
the taxpayer must consider whether the tax burden on liquidation outweighs the opportunity to shelter non-Puerto Rican, non-United States source income during its operations.
247. See TREAs. REG. §1.482-2 (d)(3), T.D. 7394, 1976-1 C.B. 135; Rev. Proc. 69-19,
1969-2 C.B. 301; Rev. Rul. 64-56, 19&4-1 C.B.

133.

248. TREAs. REG. §l.482-2(d)(1)(i), T.D. 7394, 1976-1 C.B. 135.
249. Alternatively, if the PC sells products to its parent company or any other United
States affiliate, the failure to transfer all relevant intangible property to the PC could be
used by the IRS as a basis for reducing the deemed transfer price of goods from the PC. Id.
Again, this will result in an increase of the United States tax liability of the parent company
(or related domestic entity) at the expense of the PC's tax-free profits.
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approach will in fact maximize the benefits of section 936 if the PC is the
sole manufacturer of the subject product within the affiliated corporate
group. The solution becomes more complex, though, when the United States
parent wishes to maintain dual manufacturing sources for the product in
both the United States and Puerto Rico. Similarly, problems arise when a
patent covers multiple products and the United States parent wishes to have
one product manufactured by the PC and the other products by United States
affiliates. In these situations, if the necessary intangible property rights have
been transferred to the PC, the PC must charge its United States affiliates a
royalty for their use of the rights. 250 The royalty received by the PC would
be United States source income that is not entitled to exclusion under section
936 and therefore would be subject to United States income tax2 51 This alone
would not normally create a problem; the United States affiliate should be
entitled to a compensating deduction, making the royalty transaction a "wash"
among the corporate group as a whole. However, if the royalty income received by the PC from its United States affiliates was large enough, disqualification of the PC under the 80 percent possession source test described above
could result.2 2 If this possibility is likely to occur, the United States parent
should retain the subject intangible property rights and simply license those
rights to the PC. While the United States parent would be required to charge
an arm's-length royalty for such license, with the consequent reduction in
PC tax benefits described above, this is still preferable to the PC's total
disqualification.
If the United States parent determines that the best United States tax
results can be obtained by transferring the necessary intangible property
rights to the PC, for example, where it is to be the sole manufacturer of
the product covered by a patent, the United States parent must insure that
its transfer is effective in making the PC the owner of such rights, rather
than merely constituting a "license" of a portion of such rights.2 11 If the
intangible rights are to be sold to the PC, then these rights must constitute

250. However, if an intangible property right, such as a trademark, has been transferred to a PC which is manufacturing and selling the trademark product through affiliated
companies, the PC need not charge the affiliated companies a royalty for their use of the
trademark, since the sale of the trademark product carries with it the right to use the
trademark on the resale of the product. Rev. Rul. 75-254, 1975-1 C.B. 243.

251. I.R.C. §936(a)(1).
252. See text accompanying notes 363-9 supra.
253. See, e.g., Gowdey's Estate v. Commissioner, 307 F.2d 816, 818 (4th Cir. 1962). However, the IRS has brought a case against Eli Lilly & Co. & Subsidiaries (Tax Court Docket
No. 5113-76) involving a possessions corporation established to manufacture Darvon. Although
Eli Lilly executed the necessary legal documents to transfer the intangibles involved to the
PC in a §351 incorporation, the IRS has nonetheless argued that the parent and not the
subsidiary is entitled to the return on the intangible. However, as the Treasury has
acknowledged, "the Service must either argue that the original transfer of the patent was
a sham and can be disregarded or find a new legal basis for denying the company the
tax benefits it has claimed." Treas. PC Rpt., supra note 2, at 22. See also, Parke, Davis & Co.
v. United States, No. 30011 (E.D. Mich.).
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"property" 254 and the transfer must be of "all substantial rights" in the
property in order for it to constitute a "sale or exchange." 25 5
Patents, trademarks, tradenames and copyrights present little problem in
qualifying as "property," but assets in the broad category of "know-how"
present greater difficulty.256 Generally, for know-how to qualify as property,
it must be in the nature of a trade secret, such as a secret process formula or
other confidential information that is directly related to the production of a
product. For such know-how to constitute "property," it must be secret in the
sense that it is known only by its owner and those confidential employees
who use it in the conduct of the activities to which it is related. 257 That the
owner of the know-how has the right to prevent unauthorized disclosure of
the matter held as secret is of critical importance.258 In transferring know-how,
therefore, the right to prevent unauthorized disclosure must exist in both
the parent company before the transfer and the PC following the transfer,
although the parent can also retain the right to prevent disclosure after the
transfer.
The requisite for a complete transfer of intangible property rights -that
"all substantial rights" in the property be transferred-has generated considerable litigation and is a topic beyond the scope of this article. 259 The basic
principles may be illustrated, however, by the Treasury regulations under
section 1235 which provide that "all substantial rights" to a patent will not
be considered transferred by the holder if the patent transfer (1) is limited
geographically within the country of issuance,260 (2) is limited in duration
to a period less than the remaining life of the patent, (3) grants rights that are
subject to a "field of use" restriction within the trade or industry, or (4)
grants less than all claims or inventions covered by the patent which exist
and have value at the time of the grant. Consequently, upon a sale of intangible property rights to a PC, the United States parent should be careful
to avoid retaining any such material rights; otherwise, the amounts realized
will be characterized as royalties taxable as ordinary income, rather than
261
sales proceeds taxable as capital gains.
254. Cf. Commissioner v. Ferrer, 304 F.2d 125 (2d Cir. 1962).
255. The early decision in Waterman v. MacKenzie, 138 US. 252 (1891), remains a
foundation of the "all substantial rights" concept in this area, although it was a patent

case rather than a tax case.
256. Rev. Proc. 69-19, 1969-2 C.B. 301; Rev. Rul. 64-56, 1964-1 C.B. 133.
257. Rev. Proc. 69-19, supra note 256; E.I. duPont de Nemours & Company v. United
States, 288 F.2d 904 (Ct. Cl. 1961).
258. Rev. Proc. 69-19, supra note 256.
259. Principal contentions have involved whether it is acceptable to have a "geographic restriction" or a "field of use restriction." See Estate of George T. Kline, 61 T.C.
332 (1973), rev'd, 507 F.2d 617 (7th Cir. 1973), cert. denied, 421 U.S. 991 (1975); Vincent
B. Rodgers, 51 T.C. 927 (1969), acquiesced in, 1975-2 C.B. 2 (result only); Fawick v. Commissioner, 436 F.2d 655 (6th Cir. 1971), rev'g, 52 T.C. 104 (1969); and Mros v. Commissioner,
493 F.2d 813 (9th Cir. 1974) rev'g, 30 T.C.M. (CCH) g30,804 (1971).
260. A transfer of only the right to use within Puerto Rico would be considered such
a limitation since, for this purpose, Puerto Rico is considered part of the United States.
261. Cf. TaEAs. REG. §1.1235-2(b), T.D. 6852, 1965-2 C.B. 289.
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Whether a transfer of intangible rights must meet the "all substantial
rights" test in order to be accorded tax-free treatment upon an incorporation
under section 351 is unclear. The IRS, of course, maintains that the "all
substantial rights" test must be met for purposes of section 351. 62 However,
the Court of Claims in E.I. duPont de Nemours & Co. v.U.S.63 determined
that a transfer of less than all substantial rights in a French patent did
constitute a complete transfer of property under section 351. The court rejected the government's contention that the same "sale or exchange" principles
apply under section 351, reasoning that the transferor will inherently retain
an interest in the transferred property in any event by virtue of its stock
ownership, so that a complete transfer of "all substantial rights" was not
necessary. The court further concluded that a portion of the rights under the
patent had been permanently severed from the main property and this portion
could be considered as property transferred, even though the patent rights
transferred did not represent a full cross-section of the patent rights.28 ' By
analogy, the transfer under section 351 of rights covering a specific geographic area, such as Puerto Rico, carved out of the country of issuance (the
United States) should be acceptable, even though this would not otherwise
constitute "all substantial rights" in the patent 65 However, the IRS has not
yet indicated whether it will follow the duPont decision and, although duPont
has been adopted in other contexts by other courts, 46 this approach should
be utilized only where the parent company cannot otherwise transfer all substantial rights in the intangible property right to the PC.267
Services Incidental to Start-Up of Operations
As a general rule, the United States parent company must charge the PC
an arm's-length fee for any services rendered by the parent company for the
PC's benefit.288 However, if the services are merely "ancillary and subsidiary"
to property transferred under section 851, no such charge is necessary.8 9 As
one might expect, the IRS takes a narrow view concerning which services
are merely ancillary and subsidiary to property transferred in a section 351
transaction. Examples of such services are: "Promoting the transaction by
demonstrating and explaining the use of property, or by assisting in the
effective 'start-up' of the property transferred, or by performing under a
27 0
guarantee relating to such effective starting-up."
262. Rev. Rul. 69-156, 1969-1 C.B. 101.
263. 471 F.2d 1211 (Ct. Cl. 1973).
264. Id. at 1217.
265. But see cases cited at note 259 supra.
266. See, e.g., Hempt Bros., Inc. v. United States, 490 F.2d 1172, 1175 (3d Cir. 1974);
Stafford v. United States, 435 F. Supp. 1036 (M.D. Ga. 1977); Chrome Plate, Inc. v. District
Dir. of Int. Rev., 442 F. Supp. 1023 (W. D. Tex. 1977); IDI Management Inc., 36 T.C.M.

(CCI

34,707 (1977).

267. One example might be a situation in which a process patent is involved and the
parent company wishes to continue using the process in the United States to produce other
products.
268. TREAs. REG. §1A82-2(b)(1), T.D. 7394, 1976-1 C.B. 135.
269. TREmAS. REG. §1A82-2(b)(8), T.D. 7394, 1976-1 C.B. 135.
270. Rev. Rul. 64-56, supra note 256.

https://scholarship.law.ufl.edu/flr/vol31/iss1/2

42

Hudson: Tax-Exempt Posessions Corporations in Puerto Rico--An Overlooked
UNIVERSITY

OF FLORIDA LAW REVIEW

[Vol. XXXI

The courts, on the other hand, have taken a somewhat broader view of
what services are ancillary and subsidiary to property transfers and, therefore,
do not require a separate charge by the provider. For example, in Arthur
Ruge271 the Tax Court held that services rendered by the transferor were
ancillary and subsidiary to the patent transferred where they involved the
establishment and subsequent operation of the manufacturing of the patented
articles. By comparison, the transferor's services in connection with promoting and developing the patented products and future products were held
not to be "ancillary and subsidiary" to the transferred patent.272 Consequently, the transfer agreement should specify the services to be rendered by
the United States parent for the PC and the compensation, if any, for such
services.
Intercompany Pricing
It is not uncommon for the Puerto Rican-based PC either to acquire its
raw materials from, or to sell its finished products to, an affiliated United
States company (or, at times, even both). Over the years, the IRS has been
alert to insure that these intercompany transactions are not utilized improperly to shift profits from the taxable United States affiliates to the taxexempt PC. For example, if the United States parent undercharges the PC
for raw materials or component parts furnished to the PC, or the PC overcharges its United States affiliates for finished products, the PC will be able
to realize greater profits (and the United States affiliate lesser profits) than
would otherwise result in arm's-length transactions between unrelated parties.
Under section 482, however, the IRS may reallocate income, deductions or
credits among two or more affiliated corporations to prevent such evasion of
United States taxes. Because the IRS has this important power and because
such inter-corporate transactions are very likely to arise, review of some of
the basic principles applicable to this area is appropriate.2 7 8
The intercompany pricing policies must, in general, reflect an "arm'slength price" that would be charged to an unrelated party.2 7 4 In determining
whether a PC and its United States affiliates meet this standard, the IRS will
apply the guidelines under Treasury Regulations section 1.482-2(e) or, if
more favorable to the taxpayer, those under Revenue Procedure 63-10.275
Under this Revenue Procedure, the tests for determining whether an arm'slength price has been established are as follows:
271. Arthur Ruge, 26 T.C. 138 (1956), acquiesced in, 1958-2 C.B. 7.
272. See Raymond M. Hessert, 6 T.C.M. (CCH) f16,120 (1947), in which services
were held to be "ancillary and subsidiary" to the transferred property when the transferor
agreed to assist the transferee "with the problems and methods of handling this particular
type of business including the building, selling, servicing and supplying consumable
supplies" used with the transferred patented product. Id.

273. As noted by the Treasury, "nowhere has the application of Section 482 been
more controversial than to transactions between a United States Parent and its possessions
corporation." Treas. PC Rpt.. supra note 2, at 18.
274. TREAs. REc. §1.482-2(e)(l)(i), T.D. 7394, 1976-1 C.B. 135.
275. Rev. Proc. 63-10, 1963-1 C.B. 490. A taxpayer's right to elect the more favorable
intercompany pricing rules is set forth in Rev. Proc. 68-22, 1968-1 C.B. 819.
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Directly Applicable Independent Prices. In instances where the PC or the
United States parent sell the United States product to, or buy the same
materials from, independent parties, the price used in these unrelated party
27
transactions should also be used for the intercorporate transactions.
Independent Prices for Similar Products. Even though the United States
parent and the PC deal exclusively with one another, the same or similar
product may be bought and sold by others at an identifiable price. This trans2 77
fer price should be used only if the first method cannot be applied.
Other Methods. If no independent prices are available, several factors
are to be considered, including the cost of manufacture of the product, the
price that would be necessary to convince an unrelated United States manufacturer to produce the product, and the ownership of significant intangibles
by the PC and its United States parent or other related party.2T8
More specific guidelines were established in 1968 under Treasury Regulation section 1.482-2(e), providing that whenever possible, the affiliated parties
must use the "comparable uncontrolled price" method.27 This standard is
the equivalent of the "directly applicable independent prices" under Revenue
Procedure 63-10, that is, the price charged (or paid) for the same or similar
product in sales (or purchases) with unrelated parties in similar circumstances. 28 0 When no "comparable uncontrolled price" exists, and the affiliated
company merely resells the PC's products, the PC would be required to price
its products under the "resale price method."2 8 LUnder this second method, the
price would be established so that the affiliated company earns a pre-tax
margin on its sales to third parties equal to that earned by independent distributors on the same or similar products. The computations under this
method can become extremely complex, requiring hypothetical profit and
loss statements on a product basis to be established if the related company
is also engaged in other activities. However, the author's experience is that
many IRS agents prefer to apply these specific provisions when no independent
price exists.
A point to be emphasized is that the foregoing intercompany pricing
tests arise only when the PC is dealing with an affiliated party. When sales
are made directly to third parties, the issue of intercompany pricing under
276. Rev. Proc. 63-10, supra note 275, at §3.02(l).
277. Id. at §3.02(2).
278. Id. at §3.02(3). Under this last method, if a product could be manufactured in
Puerto Rico and shipped to the United States more cheaply than it could be manufactured
in the United States (for example, because Puerto Rican labor is traditionally cheaper
than United States labor), the additional profit for manufacturing in Puerto Rico would
be allocable to the PC. On the other hand, if the opposite were true (for example, because
transportation costs were higher), the PC would earn less than a United States manufacturer

of the same product.
279. TREAS. REG. §lA82-2(e)(1)(ii), T.D. 7394, 1976-1 C.B. 135.
280.
281.

TREAs. REc. §1A82-2(e)(1), T.D. 7394, 1976-1 C.B. 135.
TRAS. R G. §lA82-2(e)(3), T.D.7394, 1976-1 C.B. 135.
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section 482 ordinarily does not arise because there is an assumption that
transactions between unrelated parties are necessarily handled on an arm'slength basis.
OperationPeriodServices
While the principal section 482 controversies have arisen in the intercompany pricing arena, the IRS is also mindful that profits may be artificially shifted to a PC by having United States affiliates provide services to
the PC without obtaining proper reimbursement therefor. As noted above, a
PC must pay an arm's-length price for all services performed by affiliated
companies from which it receives a benefit.28 2 Services for which a charge
must be made include marketing, managerial, administrative, technical or
other services which are for the benefit of the PC.
Again, the IRS has set forth specific guidelines in determining what will
be an arm's-length charge for services. 28 In many instances, the provider of
services need only charge the actual costs of rendering the services, such that
it earns no profit on these services. This situation arises when the services
are not an integral part of the business conducted by either the renderer or
the recipient.28 4 For example, if the United States parent and the PC are both
engaged in the manufacturing business and if the United States parent provides accounting services for the PC other than the supervisory auditing
which the parent conducts for its own benefit, then the United States parent
will have to obtain reimbursement from the PC for only the actual costs of
this accounting service. However, when the service is an integral part of
either the renderer's or recipient's business, for example, where the United
States parent is in the distribution business and it provides marketing services
to the PC, the renderer must not only charge for its actual costs but also an
285
amount which yields a reasonable profit.
SPECIFIC PLANNING CONSmERATIONS

If, after considering the economics and tax consequences of operating in
282.

TREAs. REG. §l.482-2(b)(1), T.D. 7394, 1976-1 C.B. 135. For example, if employees

of the United States parent act as sales representatives for the PC, the PC must pay an
appropriate amount for these services, even though the PC sells its products directly to the
third-party buyer. Id., example (I).
283. TREAs. REG. §1.482-2(b)(3), T.D. 7394, 1976I C.B. 135.
284. Id. Services will not be considered an integral part of the renderer's (parent
company or, at its option, its affiliated group) business where the cost of the services
does not exceed 25% of the total of costs or deductions of the renderer for the taxable
year. As to the recipient PC, the services rendered are an integral part of its business
activity if the total costs or the deductions of the related party (parent company or
affiliated group) for such services exceed 25% of the PC's total cost or deductions for the
taxable year.
285. TREAs. REG. §1.482-2(b)(7), T.D. 7394, 1976-1 C.B. 135. In addition to the §482
allocation problems which can arise under intercompany pricing and services transactions,
allocation issues may also arise with respect to loans or advances, use of tangible property,
use of intangible property and similar intercorporate financial and economic transactions.
See text accompanying notes 247-252 supra, regarding the transfer of intangible property
rights during the start-up period.
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Puerto Rico versus the United States, a decision is made to set up a PC,
several specific planning opportunities should be borne in mind.

Qualified Income
A PC can maximize its tax benefits by limiting its income to that which is
eligible for the PC Tax Credit and the Puerto Rican industrial incentives
grant, that is, income from an active trade or business within Puerto Rico and
qualified possession source investment income that constitutes industrial development income. As a result, the PC should be structured to insure that it
will not be considered doing business outside of Puerto Rico and that all active
business income will be attributable to the tax-exempt Puerto Rican operations. Likewise, the PC should avoid investments in non-Puerto Rican assets
because they normally will be subject to full current United States tax.286
Maximizing Intercompany Profits
The PC's tax-exempt income generally can be maximized by transferring
all necessary intangible property rights from the United States parent company
to the PC, thereby avoiding the PC's having to pay, in effect, a non-deductible
royalty to its United States affiliates for the use of such rights. In addition,
intercompany pricing structures, services and similar intercompany transactions should be structured in light of the applicable treasury regulations and
revenue procedures to insure that such transactions, while maximizing the
PC's profits, can be sustained upon audit.
Deferral of Section 936 Election
If initial start-up period losses are expected, the section 936 election should
be delayed so that these losses may be utilized in a consolidated United States
return to offset the income of United States affiliates. Even if these losses are
subject to subsequent recapture - if none of the other members of the affiliated
group had offsetting foreign source income -the consolidated group will at
least obtain the benefits of deferring United States income tax until the PC
is required to recapture these losses. After the PC has elected section 936
status, the conduct operations or acquisition of investments which produce
foreign source losses should be avoided since these losses will only serve to
undermine the benefits to be realized from the PC status; if these loss operations must be conducted, they should be conducted through another United
States corporation that can utilize the losses directly, without affecting the
PC tax benefits.
PuertoRican Withholding Tax
If the United States parent does not wish to have the PC reinvest its
unneeded accumulated earnings in qualified Puerto Rican assets, thereby
286.

Tax-exempt municipal bonds would be the most notable exception. See I.R.C. §103.

See notes 99-107 supra and accompanying text.
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entitling the PC to reductions or credits for the 10 percent Puerto Rican tollgate tax, the United States parent company should consider qualifying to do
business in Puerto Rico so that it may obtain the benefits of the Puerto Rican
dividends-received deduction and thereby reduce the dividend tax to a maximum of 6.75 percent.
Dividends-Received Deduction
If the United States parent of a PC does not presently own at least 80
percent of the PC's stock, the parent should consider acquiring the necessary
PC stock to reach this level so that dividends received from the PC will be
entitled to the 100 percent dividends-received deduction, rather than only
the 85 percent deduction.
LEGISLATIVE OUTLOOK

Prior to the enactment of the 1976 TRA, consideration was given to
repealing the United States tax benefits accorded PCs. Puerto Rico mounted
a strong counterattack to these proposals, with the ultimate results being the
adjustments described above. However, the Senate and House committee reports have provided that the Department of the Treasury is to submit an
annual report to Congress regarding the operations of PCs and the effects of
the changes made by the 1976 TRA. The first annual report was issued in
June 1978 disclosing, among other information, the amount of the United
States tax exemptions accorded PCs and the apparent effects of the PC tax
benefits on investments and employment in the possessions. The report was
inconclusive, however, as to the exact impact of the 1976 TRA changes and
the section 936 benefits on the Puerto Rican economy because it was difficult
to separate their impact from that of the contemporary and subsequent
changes in Puerto Rican tax laws and other economic factors.2 8 7 Accordingly,
until Congress receives several of these annual reports which are more definitive in their conclusions, it will not likely take further action to substantially revise or eliminate the PC tax benefits.
It is noteworthy that President Carter's 1978 tax reform proposals ss did
not include any recommendations regarding the curtailment or elimination
of PC tax benefits, while he did recommend phaseout of the DISC and CFC
deferral benefits. Because Congress rejected even these "reforms," 2s9 it is
doubtful that Congress will take the initiative in curtailing or phasing out
the PC benefits in the near future.

287. Treas. PC Rpt., supra note 2, at 6. For example, Puerto Rico, like the United
States, suffered a recession during 1974-1976, and the Commonwealth government incurred
its largest deficits to date in its efforts to stimulate the Puerto Rican economy. d. at 27.
288. H.R. RFP. No. 12078 (the Revenue Bill of 1978), note 239 supra, introduced on
April 12, 1978.
289. Revenue Act of 1978, Pub. L. No. 95-600.
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CONCLUSION

While the use of a PC may not be an economically viable alternative for
many United States businesses, for those that qualify for a Puerto Rican Industrial Incentive Grant, the tax benefits of a PC may be substantial. Although Puerto Rico has recently revised its tax exemption provisions, the effective Puerto Rican income taxes under an incentive grant will still be minimal
in comparison to the United States taxes which would apply to the same income. In addition, the PC can now elect to either invest its accumulated
earnings in Puerto Rican assets free of any United States or Puerto Rican
income tax or it may repatriate those earnings to the United States subject to
290
Puerto Rican withholding taxes ranging from 5 to 10 percent.
While traditionally PCs have provided the greatest tax benefits to manufacturing operations with high-profit margins, now that Puerto Rico has
provided partial tax exemptions to export-oriented service businesses, a wider
range of industries should give consideration to locating at least a portion
of their operations in Puerto Rico. While United States tax benefits afforded
to other areas of foreign-oriented operations are undergoing attack, the PC
tax benefits appear to be relatively safe in the foreseeable future and United
States businesses can plan accordingly.
290.

In the case of dividends paid out of- non-industrial development income, the

Puerto Rican withholding tax is 25%. See PRUTA §144(a).
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